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Pretace 


This text is the first Australian edition of a UK book. It provides a broad-based introduction to 
accounting and finance for those who wish, or need, to acquire an understanding of the main 
concepts and their practical application in decision-making, but who do not require in-depth 
theoretical or technical detail. It is aimed primarily at students who are studying a single unit in 
accounting and finance as part of a college or university course, including courses in business 
studies, economics, engineering and a range of other non-specialist accounting courses. Given the 
content and style of the text it is suitable for students studying at a distance, and for those who are 
studying independently, perhaps with no formal qualification in mind. 

In writing the text we have been particularly mindful that most of its readers will not have studied 
accounting and finance before. We have therefore tried to write in an accessible style, avoiding 
technical jargon. Throughout, we have tried to ensure that basic concepts are thoroughly explained. 
Underpinning the text’s coverage is an ‘open-learning’ approach—that is to say, it involves the reader 
in a manner which is traditionally not found in textbooks, delivering topics much as a good lecturer 
would do and encouraging readers to interact with the text. This approach distinguishes itself 
through a variety of integrated and end-of-chapter assessment material, including the following. 


e Interspersed throughout each chapter are numerous ‘activities’. These are short ‘quick-fire’ 
questions of a type a lecturer might pose students during a lecture or tutorial, and are intended 
to serve two purposes: first, to give readers the opportunity to check that they have understood 
the preceding section; and, secondly, to encourage readers to think beyond the immediate topic 
and make linkages to topics either previously covered or those in the next section. An answer to 
each is provided immediately after each activity, to which readers should refer only after they 
have attempted the activity. 

e Towards the end of each chapter (except Chapter 1), but also at an appropriate point within a 
chapter, there is a ‘self-assessment’ question or questions. These are much more demanding 
and comprehensive than an activity, in terms of both the breadth and depth of the material they 
cover. A solution to each of these questions is given at the end of the text. As with the activities, 
it is important to make a thorough attempt at each question before referring to the solution. 

e At the end of each chapter there are a number of ‘review’ questions. These are relatively short, 
typically require a descriptive or analytical answer, and are intended to enable readers to assess 
their recollection and critical evaluation of the main principles in each chapter, or might be used 
as the basis for tutorial discussion. 

e At the end of each chapter there are a number of ‘examination-style’ questions. These are 
typically of a numerical type, and are designed to enable readers to further apply and consolidate 
their understanding of topics. Solutions to a number of these questions are given at the end of 
the text. Here too, a thorough attempt should be made before referring to the solution. 


Xl 


Xil 


COVERAGE AND STRUCTURE 


Although the topics included are, to some extent, relatively conventional, the coverage and 
treatment of material is designed to meet the needs of non-specialists; therefore the emphasis is on 
the application and interpretation of information for decision-making, and the underlying concepts, 
rather than on the collection of data and the preparation of statements and reports. We have ordered 
the chapters and their component topics to reflect what we consider to be a logical sequence. For 
this reason, we advise readers to work through the text in the order presented, particularly since we 
have been careful to ensure that earlier chapters do not refer to concepts or terms that are not 
covered until a later chapter. 

Chapter | provides a general introduction to the scope, purposes and interrelationships of the 
text’s core coverage: financial accounting, management accounting and financial management. 
Chapters 2 to 5 consider the measurement and basic reporting aspects of the principal financial 
accounting statements prepared by businesses—the profit and loss account, the balance sheet, and 
the statement of cash flows—and the particular aspects of limited companies. The analysis and 
interpretation of these statements in assessing the financial position and performance of a business 
is the topic of Chapter 6. Our coverage of management accounting begins in Chapter 7 with a 
discussion of the interrelationships between cost, volumes and profit in decision making, and is 
developed in Chapter 8 by considering full costing and activity-based costing methods. Chapter 9 
enables us to put the financial accounting framework firmly on a decision-making track by using it for 
projection and planning purposes. Projected financial statements are a key element in most 
companies’ strategic planning. Chapter 10 focuses more specifically on short-term planning and 
control, and deals with various aspects of budgeting. Chapter 11 deals with capital budgeting, the 
decision to invest in medium and long-term assets, and considers how businesses appraise such 
projects. Chapter 12 deals with the management of short-term assets and liabilities. Finally, Chapter 
13 covers the main sources of finance available to a business in making an investment. 

We debated long and hard about whether a chapter on accounting in practice was useful. 
Reviewers were divided on this issue. We therefore decided to insert an appendix on this topic, 
which aims to provide a simple linkage between this text and more technically oriented texts. After 
reading the appendix a student should certainly have a fairly clear understanding of the main 
aspects of accounting in practice. 

The Lecturers Manual which accompanies the Australian edition includes outline answers to the 
review questions, solutions to the remaining examination-style questions, some additional 
questions and answers, case studies and OHP masters. 

We would like to thank the Chartered Association of Certified Accountants for their permission to 
use some questions from the Certified Diploma. 


David Harvey 
Peter Atrill 
Eddie McLaney 
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Objectives When you have completed your study of this chapter you should be able to: 


explain the role and nature of accounting; 


explain the role of accounting in planning and controlling a business; 
e identify and discuss the possible objectives for a business; 


e distinguish between financial and management accounting. 


People need economic information to help them to make decisions and judgements about 
businesses. Whether we are talking about managers within a business making decisions on what 
is the most appropriate level of production, a bank manager responding to a request from the 
business for a bank loan or trade unionists deciding on the level of pay increase to seek for their 
members, accounting information should help them with their decision. In this chapter we shall 


look at accounting as a tool in the decision making, planning and control process. 


Nature and role of accounting 


Accounting is concerned with the collection, analysis and communication of economic information. 
Such information can be used as a tool of decision making, planning and control. This is to say that 
accounting information is useful to those who need to make decisions and plans about businesses 
and for those who need to control those businesses. Though managers working within a particular 
business are likely to be significant users of accounting information, they are by no means the only 
people who are likely to use accounting information about that particular business. 

It must be recognised that accounting exists for a particular purpose, and that is to help users of 
accounting information make informed decisions. Sometimes, the impression is given that the 
purpose of accounting is simply to prepare financial reports on a regular basis. Whilst it is true that 
accountants undertake this kind of work, it does not represent an end in itself. The ultimate purpose 
of the accountants’ work is to influence the decisions of users of the information produced. This 
decision-making perspective of accounting fits in with the theme of this book and shapes the way in 
which we deal with each topic. 

Accounting seeks to satisfy the needs of a wide range of users. In relation to a particular business, 
there may be various groups who are likely to have an interest in its financial health. (Although the 
points that will be made in this chapter and throughout this book may apply to a variety of 
organisations, such as public sector business enterprises, local authorities and charities, we 
concentrate on private sector businesses.) 

The major user groups for a business organisation are shown in Figure 1.1. 


Activity 1.1 


Why do each of the user groups identified in Figure 1.1 need accounting information relating to a 
business? 


Your answer may be as follows: 





User group Use 


Customers To assess the ability of the business to continue in business and to supply the needs 
of the customers. 


Suppliers To assess the ability of the business to pay for the goods and services supplied. 
Government To assess how much tax the business should pay, whether it complies with agreed 
pricing policies, whether financial support is needed, etc. continues... 
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Owners 

Lenders 

Employees (non-management) 
Investment analysts 


Community representatives 


Managers 


To assess how effectively the managers are running the business and to make 
judgements about likely levels of risk and return in the future. 


To assess the ability of the business to meet its obligations and to pay interest and to 
repay the principal. 


To assess the ability of the business to continue to provide employment and to 
reward employees for their labour. 


To assess the likely risks and returns associated with the business in order to 
determine its investment potential and to advise clients accordingly. 


To assess the ability of the business to continue to provide employment for the 
community and use community resources, to help fund environmental 
improvements, etc. 


To help make decisions and plans for the business and to help exercise control to try 
to ensure that plans come to fruition. 


This is not an exhaustive list. You may have thought of other reasons why each group would find accounting information 


useful. 


Figure 1.1 « Main users of financial information relating to a business organisation. 
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ACCOUNTING AS AN INFORMATION SYSTEM 


Accounting can be seen as an important part of the total information system within a business. 
Users, both inside and outside the business, have to make decisions concerning the allocation of 
scarce economic resources. To try to ensure that these resources are allocated in an efficient and 
effective manner, users require economic information on which to base decisions. It is the role of the 
accounting system to provide much of that information. Thus, we can view accounting as an 
information gathering and communication system. The accounting system will involve the following 
procedures shown in Figure 1.2: 


e Identifying and capturing relevant economic information. 

e Recording the information collected in a systematic manner. 

e Analysing and interpreting the information collected. 

e Reporting the information in a manner that suits the need of users. 


Figure 1.2 * The accounting information system. 


Information Information 
identification recording 





Information Information 
analysis reporting 


Given the decision-making emphasis of the text, we shall be concerned primarily with the final two 
elements of the process — the analysis and reporting of financial information. We are concerned with 
the way in which information is used by, and is useful to, decision makers rather than the way in 
which it is collected and recorded. 


ACCOUNTING AS A SERVICE FUNCTION 


Another way of viewing accounting is as a form of service. Accountants provide financial information 
to their ‘clients’ who are the various users identified earlier. The quality of the service provided will 
be determined by the extent to which the information needs of the various user groups have been 
met. It can be argued that, in order to meet the needs of users, accounting information should 
possess certain key characteristics. These are: 


e Relevance. Accounting information must have the ability to influence decisions. Unless this 
characteristic is present, there really is not any point in producing the information. The 
information may be relevant to the prediction of future events or relevant in helping confirm past 
events. 

e =Reliability. Accounting information should be free from any material error or bias. 

e Comparability. Items which are basically the same should be treated in the same manner for 
measurement and presentation purposes. 

e Understandability. Accounting reports should be expressed as clearly as possible and should be 
understood by those for whom the information is aimed. 


These qualitative characteristics apply to accounting information reported to any of the user groups 
identified. The key characteristics (listed above) are frequently in conflict. 
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Activity 1.2 


The example we thought of relates to a decision as to whether or not to sell an asset, such as a unique 
cutting tool. The most reliable figure could well be the original historic cost. Ils such a figure particularly 
relevant to the decision? It is far more likely that managers will require information concerning the likely 
current realisable (i.e. disposal) value of the asset. The current realisable value of the machine may be highly 
relevant to the final decision but may not be very reliable, particularly as the machine is unique and there is 
likely to be little information concerning market values. 


Try to think of an example in which there is a conflict between relevance and reliability. 





There are other examples you may have thought of. 


Costs and benefits of accounting information 


In the previous section the four key characteristics of relevance, reliability, comparability and 
understandability were identified. In fact, there is also a fifth key characteristic which is at least as 


important as any of these four. 
Activity 1.3 
An item of information is capable of being produced or discovered. It is relevant to a , 


particular decision, it is also reliable, comparable and can be understood by the decision maker 
concerned. 
Can you think of a reason why, in practice, you might choose not to produce or discover it? 





The reason that you may decide not to produce or discover the information is that you judge the cost of doing 
so to be greater than the potential benefit of having the information. 


Suppose that you wish to buy a particular portable radio which you have seen in a local shop for sale 
at $50. You believe that other local shops may have the same model of radio on offer for as little as 
$45. The only ways in which you can find out the prices at other shops is to telephone or visit them. 
Telephone calls cost money and involve some of your time. Visiting the shops may not involve the 
outlay of money, but more of your time will be involved. Is it worth the cost of finding out the price of 
the radio at various shops? 

The answer is, of course, that if the cost of discovering the price is less than the potential benefit, 
it is worth having that information. 

Supplying accounting information to users is similar. The provision of accounting information 
costs money. If no accounting information were produced, no accounting staff would need to be 
employed. Salaries of accounting staff are normally only a part of the cost of producing accounting 
information. In order to be worth having, the potential benefits from having the information need to 
outweigh the cost of producing it. A real problem with making decisions about the relative cost and 
benefits of having accounting information is that the costs and benefits are normally very difficult, if 
not impossible, to identify with accuracy. 

Going back to the portable radio, identifying the cost of finding out the various selling prices in 
advance is problematical. In will probably involve considerations of the following factors: 


e How many shops will you phone or visit? 
e What will be the cost of each phone call? 
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e How long will it take you to make all of the phone calls or to visit all of the shops? 
e What value do you put on your time? 


The economic benefit of having the information on the price of radios is probably even harder to 
assess, the following probably being relevant: 


e What is the cheapest price which you might be quoted for the radio? 
e How likely is it that you will be quoted prices cheaper than $50? 


As you can see, a decision as to whether it is economically advantageous to discover other shops’ 
prices for the radio is very difficult. It is possible to apply some ‘science’ to the decision, but a lot of 
subjective judgement is likely to be involved. It is normally exactly the same with decisions on 
producing accounting information in a business context. 

No one would seriously advocate that the typical business should produce no accounting 
information. At the same time no one would advocate that every item of information that could be 
seen as possessing one or more of the key characteristics (relevance, reliability, comparability or 
understandability) should be produced, irrespective of the cost of producing it. 


Decision making, planning and control 


It is vitally important that businesses plan their future. Whatever a business is trying to achieve it is 
unlikely to be successful unless its managers have clear in their minds what the plans are. Planning 
is vital for businesses of all sizes, but where a business involves more than one manager it is vital 
also that the actions of all the managers co-ordinate. For example, it is crucially important to a 
manufacturing business that production levels and sales levels are related to one another. It is not 
feasible for sales and production to go their own separate ways. It is necessary therefore that plans 
exist that will lead to production and sales levels matching each other. This is not to say that plans 
once made are incapable of being revised. Unexpected changes in the market or unforeseen 
production problems may well demand revision of the plans but they require revision of all of the 
plans that are likely to be affected by the new circumstances. 

Closely linked to planning is decision making. Planning involves making decisions about the best 
course of action. 


STEPS IN THE PLANNING PROCESS 


Planning is usually broken down into three stages: 


1. Setting the objectives or mission of the business, i.e. what the particular business is basically 
trying to achieve. These are likely to reflect the attitudes of owners (shareholders) and of the 
managers. Objectives tend to be framed in broad, generalised, non-numerical terms. Once the 
objectives have been established they are likely to remain in force for the long-term e.g. ten years. 
It is probably true to say that, for most private sector businesses, wealth generation is likely to be 
the main financial/economic objective. This broadly means that businesses tend to take actions 
that will increase the wealth of the business. Increases in wealth may be paid to the government 
in taxes, paid to the owners, paid to employees, re-invested in the business or deployed in some 
other way. Businesses will typically have objectives other than the financial ones, e.g. being 
environmentally friendly, providing employment for the family, etc. In practice, therefore, any 
decision is likely to be the result of a compromise between more than one objective. 


2. Setting long-term plans. These are plans setting out how the business will work towards the achieve- 
ment of its objectives over a period of, say five years. They are likely to deal with such matters as: 


ACCOUNTING: AN INTRODUCTION 


e type of products or services to be offered by the business: 

e amounts and sources of finance needed to be raised by the business: 
e capital investments (e.g. in new plant and machinery) required; 

e sources of raw materials: 

e labour requirements. 


In the case of each of these the pursuit of the established objectives of the business over the 
planning horizon (perhaps five years) will lay the foundation for the plans. Long-term plans tend 
to be stated in financial terms to a great extent. 


3. Setting detailed short-term plans or budgets. Budgets are financial plans for the short-term, 
typically one year. They are likely to be expressed mainly in financial terms. Their role is to 
convert the long-term plans into actionable blueprints for the immediate future. Budgets usually 
define precise targets in areas like: 


e cash receipts and payments; 

e sales, broken down into amounts and prices for each of the products or services provided by 
the business; 

e detailed inventory (i.e. stock of goods held for sale) requirements: 

e detailed labour requirements; 

e specific production requirements. 


It must be emphasised that planning (and decision making) is not the role of accountants; it is the 
role of managers. However, much of the planning will be expressed in financial terms and much of 
the data for decision making is of an accounting nature. Therefore accountants, because of their 
background knowledge, expertise and skills, together with their understanding of the accounting 
system, are very well placed to give technical advice and assistance to managers in this context. It is 
the managers of the various departments of the business who must actually do the planning, 
however. Only in respect of the accounting department, of which the most senior accountant will be 
the manager, should an accountant be taking decisions and making plans. 


CONTROL 


However well planned the activities of the business may be they will come to nothing unless steps are 
taken to try to implement them in practice. The process of making planned events actually occur is 
known as control. Control can be defined as compelling events to conform to plan. This definition of 
control is valid in any context. For example, when we talk about controlling a motor car we mean 
making the car do what we plan that it should do. In the case of a car the plan may only be made split- 
seconds before the plan is enacted, but if the car is under control it is doing what the driver intended. 

In a business context, accounting is very useful in the control process. This is because it is 
possible to state plans in accounting terms and it is also possible to state actual outcomes in the 
same terms, thus making comparison between actual and planned outcomes relatively easy. Where 
actual outcomes are at variance with detailed plans (which are called budgets) this should be 
highlighted by the accounting information. Managers can then take steps to get the business back on 
track towards the achievement of the plans (budgets). Figure 1.3 shows the decision-making, 
planning and control process in diagrammatic form. 

The accountant must be aware of the fact that people have a restricted ability to process information. 
Too much information can be as bad as too little information as it can overload individuals and create a 
sense of confusion. This, in turn, can lead to poor evaluations and poor decisions. The information 
provided to managers must be restricted to that which is relevant to the particular decision and which is 
capable of being absorbed. This may mean that, in practice, information is produced in summarised 
form and that only a restricted range of options will be considered. 
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Figure 1.3 * The decision-making, planning and control process. 


Identify objectives 


Consider options 


Evaluate options and 
make a selection 


Prepare plans (budgets) 


Perform and collect information 
on actual performance 


Respond to divergencies between 
plans and actuals and exercise control 


Revise plans (budgets) 
if necessary 


Activity 1.4 


The approach described above suggests that decision makers will examine all the various courses 
of action available and then systematically rank them in order of preference. 

Do you think this is what decision makers really do? Is this how you approach decisions e.g. 
choosing a career? 





in practice, decision makers may not be as rational and capable as implied in the process described above. Individuals may 
find it difficult to handle large amounts of information relating to a wide range of options. As a result, they may restrict 
their range of possible options and/or discard some information in order to prevent themselves from being overloaded. 
They may also adopt rather simple approaches to evaluating the mass of information provided. One such simple approach 
is to ignore any information that may not fit very well with the outcome that the decision makers would like to achieve. 


BUSINESS OBJECTIVES 


In the previous section, enhancement of wealth was identified as the principal financial objective 
that businesses tend to pursue. We shall now briefly consider other financial objectives that have 
been identified, by various commentators, as likely practical targets for businesses. We shall also try 
to justify the assertion that wealth enhancement is the most likely in practice. 

The popular suggested objectives include: 
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Maximisation of sales revenue. Most businesses seek to sell as many of their wares as possible; as a 
business objective, however, this is far from adequate. Almost any business could sell enormous 
quantities of goods and/or services if it were to lower its prices to gain market share. This may 
well lead, however, to the business collapsing as a result of the sales revenues being insufficient 
to cover the costs of running the business. 

Maximisation of profit. This is an improvement on sales maximisation as it takes account both of 


sales revenues and of expenses. It is probably also too limited as a business goal. 
Activity 1.5 


Can you think of any reasons why making the maximum possible profit this year may not be in 
the best interests of the business and those who are involved with it? 
We could think of several reasons. 





The reasons that we thought of are: 


« Risk. Next year could be particularly profitable if large risks are taken, like not having expensive quality control 
mechanisms. This may make the business profitable, but it could lead to disaster sooner or later. 

¢ Short-termism. Concentrating on the short-term and ignoring the long-term could lead to immediate profitability. 
For example, cutting out spending on things that are likely to pay off in the longer term, such as research and 
development and training, will have immediate profitability benefits at the cost of longer term ones. 

e Increased size. Expanding the business, through increased investment, could lead to higher profit, but the 
effectiveness of the investment may diminish with expansion. 


Maximisation of return on capital employed. This suggestion overcomes the last of the three objections 
to the profit maximisation suggestion, since it takes account of both the level of profit and the 
investment made to achieve it. It still suffers, however, from the risk and short-termist 
weaknesses of profit maximisation. 

Survival. Businesses obviously aim to survive, but this is not what most businesses seem to be 
seeking, except in exceptional short-term circumstances. 

Long-term stability. Though businesses pursue this goal, to some extent, it is not a primary 
objective for most businesses in that stability, like survival, is too limited a goal. 

Growth. This is probably fairly close to what most businesses seek to do. The growth objective 
does seek to strike a balance between long-term and short-term benefits. It also encompasses 
survival and, probably, long-term stability. Growth is probably not specific enough to act as a 
suitable target. Is any level of growth acceptable or is a specific level of growth necessary? Is it 
growth of profits, of assets or, perhaps, of something else. 

Satisficing. It has been argued that all of the other suggested objectives are too concerned with 
profits and the welfare of the owners of the business. The business can be seen as an alliance of 
various ‘stakeholders’, which includes owners but also includes employees, suppliers, customers 
and the community in which the business operates. Thus, it is suggested, the objective should 
not be to maximise the returns of any one of these stakeholders, but to give all of them a 
satisfactory return. It is difficult to argue against this general principle, but it is not clear how this 
can be stated as a practical touchstone for making business decisions. 

Enhancement/maximisation of the wealth of the business. This means that the business would take 
decisions that would make it worth more as a result of the decision. When valuing businesses 
people logically tend to take account of future profitability, both long-term and short-term, and 
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of the risk attaching to future profits. Thus all of the valuable features of suggestions | to 6 
(above) are taken into account by a wealth enhancement objective. 

It can also be argued that a wealth enhancing business is one that has the maximum potential 
to satisfy the stakeholders (suggestion 7). Not only that, but any decision that failed to consider 
the position of the various stakeholders could be a bad one from a wealth enhancement point of 
view. For example, a decision which led to customers being exploited and not getting a 
satisfactory deal would pretty certainly not be one that had a wealth enhancing effect. This is 
because disenchanted customers would avoid dealing with the business in future and, possibly, 
influence others to do the same. 

Though wealth enhancement may not be a perfect description of what businesses seek to 
achieve, in the financial/economic context, wealth is certainly something which businesses 
cannot ignore. A particular business only has a certain amount of wealth, so it can only make a 
limited number of ‘wrong’ decisions before it collapses. 


For the remainder of this book we shall treat enhancement/maximisation of business wealth as the 
key objective against which decisions will be assessed. There will usually be other non-financial/non- 
economic factors that also tend to bear on decisions. The final decision may well involve some 
compromise. 


Financial and management accounting 


In providing information for the various user groups identified, accounting has divided into two 
major areas: management accounting and financial accounting. Management accounting, as the 
name suggests, is concerned with providing managers with the information they require for the day- 
to-day running of the organisation. Financial accounting is concerned with providing the other users 
identified with information they will find useful. 

The differences between the two types of accounting reflect the different audiences they address. 
Briefly, the major differences are as follows: 


e Nature of the reports produced. Financial accounting tends to produce general purpose financial 
reports. That is, they contain financial information that will be useful for a broad range of users and 
decisions. Management accounting reports, on the other hand, are often specific purpose reports. 
That is, they are designed either with a particular decision in mind or for a particular manager. 

e Level of detail. Financial accounting reports provide users with a broad overview of the position, 
performance and cash flows of the business for a period. As a result, information is aggregated 
and detail is often lost. Management accounting reports, however, often provide managers with 
considerable detail to help them with a particular decision. 

e Restrictions. Financial reporting for many businesses is subject to accounting regulations that 
seek to ensure specified content is presented in a fairly standardised form. Because management 
accounting reports are for internal use only, there are no restrictions on the form and content of 
the reports. 

e Reporting interval. For most businesses, financial accounting reports are produced on an annual 
basis. However, large companies may produce semi-annual reports and a few produce quarterly 
reports. Management accounting reports may be produced as frequently as required by 
managers. In many businesses, managers are provided with certain reports on a weekly or 
monthly basis which allows them to check progress frequently. 

e Time horizon. Financial accounting reports reflect the performance and position of the business to 
date. In essence, they are backward looking. Management accounting reports, on the other hand, 
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often provide information concerning future performance as well as past performance. It is an 
oversimplification, however, to suggest that financial accounting reports never incorporate 
expectations concerning the future. Occasionally, businesses will release forecast information to 
other users in order to raise capital or to fight off unwanted takeover bids. 

e Range of information. Financial accounting reports concentrate on information that can be 
quantified in monetary terms. Management accounting also produces such reports, but is also 
more likely to produce reports which contain information of a non-financial nature such as 
measures of physical quantities of inventory (stocks) and output. Financial accounting places 
greater emphasis on the use of objective, verifiable evidence when preparing reports. 
Management accounting reports may use information that is less objective and verifiable in 
order to provide managers with the information they require. 


We can see from the above list that management accounting is less constrained than financial 
accounting. It may draw from a variety of sources and use information that has varying degrees of 
reliability. The only real test to be applied when assessing the value of the information produced for 


managers is whether or not it improves the quality of decisions made. 
Activity 1.6 


Do you think this distinction between management accounting and financial accounting may be 
misleading? 
Is there any overlap between the information needs of managers and the needs of other users? 





The distinction between management and financial accounting suggests that there are differences between the 
information needs of managers and those of other users. Whilst differences undoubtedly exist, there is also a good 
deal of overlap between the needs of managers and the needs of other users. For example, managers will, at 
times, be interested in receiving an historic overview of business operations of the sort provided to other users. 
Equally, the other users would be interested in receiving information relating to the future such as the forecast 
level of profits and non-financial information such as the state of the order book, product innovations etc. 


The distinction between the two areas reflects, to some extent, the differences in access to financial 
information. Managers have much more control over the form and content of information they 
receive. Other users have to rely on what managers are prepared to provide or what the financial 
reporting regulations state must be provided. Although the scope of financial accounting reports has 
increased over time, fears surrounding loss of competitive advantage and of user ignorance 
concerning the reliability of forecast data have led businesses to resist providing information, which 
is available for managers, to other users. 

Broadly, Chapters 2 to 6 (inclusive) of the book deal with areas that are usually considered to be in 
the area of financial accounting, the next five chapters are concerned with management accounting, 
while the last two chapters are considered to be the domain of the finance director. You should note 
that Chapter 11 is also often seen as being the responsibility of the finance director. 





SUMMARY 


In this chapter we have considered the nature and role of accounting. We have seen that accounting is concerned with 
providing information to various interested groups — owners, customers, managers, etc. — to help them make more 
informed decisions and plans about the business. We saw how accounting is part of the information system of the 
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business, concerned with identifying, recording, analysing and reporting economic information. We also considered 
how accounting information, in order to be useful, needs to be relevant to the users needs, reliable and free from 
error, comparable and understandable. Next we considered the planning and control system of the business, which 
starts with a clear idea of the objective(s) of the business, i.e. what it is ultimately trying to achieve. Lastly we saw that 
the managers’ information need for and access to information is such that a branch of accounting — management 
accounting — has developed. Financial accounting is the branch of accounting that deals with the information needs of 


other users of accounting information. 


REVIEW QUESTIONS 

1.1 What is the purpose of producing accounting information? 

1.2 What, in economic principle, should be the determinate of what accounting information is produced? Should 
economics be the only issue here? (Consider who are the users of accounting information.) 

1.3. Why is timeliness an important characteristic of accounting information? Can you think of a potential conflict 
between the characteristics of timeliness and reliability? 

1.4 Financial accounting statements tend to reflect past events. In view of this, how can they be of assistance to a 
user in making a decision when decisions, by their very nature, can only be made about future actions? 
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Objectives When you have completed your study of this chapter you should be able to: 
e explain the nature and purpose of the three major financial reports; 
® prepare a simple balance sheet and interpret the information that it contains; 
e discuss the accounting conventions underpinning the balance sheet; 


e discuss the limitations of the balance sheet in portraying financial position. 


l3 


In this chapter, we provide an overview of the major financial reports. We will see how each of 
them contributes to an assessment of the financial position and performance of a business. 
Following this overview, we begin a more detailed examination by turning our attention towards 
one of these financial reports — the balance sheet. We will see how it is prepared and will 
examine the principles underpinning this statement. We will also consider its value for decision- 
making purposes. 


The major financial reports — an overview 


The major financial statements are designed to provide a picture of the overall financial position and 
performance of the business. In order to provide this overall picture, the accounting system will 
normally produce three major financial reports on a regular recurring basis. The three financial 
statements are concerned with answering the following questions: 


e What cash movements (i.e. cash in and cash out) took place over a particular period? 

e How much did wealth increase over a particular period as a result of operating activities? In other 
words, how much profit was generated by the business from operations? 

e What is the financial position of the business at the end of a particular period? 


These questions are addressed by the three financial reports with each one addressing one of the 
questions. The financial reports produced are: 


e the statement of cash flows 
e the profit and loss account 
e the balance sheet 


Taken together, they provide an overall picture of the financial health of the business. 

Perhaps the best way to introduce the financial reports is to look at an example of a very simple 
business. From this we shall be able to see the sort of useful information which each of the 
statements can provide. 


itty 


Paul was unemployed and was unable to find a job. He therefore decided to embark on a business 
venture in order to meet his living expenses. Christmas was approaching and so he decided to buy 
gift wrapping paper from a local supplier and sell it on the corner of his local main street. He felt that 
the price of wrapping paper in the shops was excessive and that this provided him with a useful 
business opportunity. 

He began the venture with $100 in cash. On the first day of trading he purchased wrapping paper 
for $100. This is called stock (of goods) or inventory. Later in the day he sold three-quarters of his inventory for 
$110 cash. 





continues... 
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What cash movements took place in the first day of trading? 


On the first day of trading a statement of cash flows, showing the cash movements for the day, can be prepared 
as follows: 


Statement of cash flow for day 1 


$ 

Opening balance (cash introduced) 100 
Sale of wrapping paper 110 
210 

Purchase of wrapping paper 100 
Closing balance 110 


How much did wealth increase as a result of operations in the first day of trading? In other words, how much 
profit was generated by the business? 


A profit and loss account can be prepared to show the increase in wealth (profit) generated on the first day. The 
wealth generated will represent the difference between the sales made and the cost of the goods (i.e. wrapping 
paper) sold: 


Profit and loss account for day 1 


Sales 110 
Cost of goods sold (3/4 of $100) 75 
Profit 35 


Note that it is only the cost of the wrapping sold which is matched against the sales in order to find the profit and 
not the whole of the cost of wrapping paper acquired. Any unsold wrapping paper (known as inventory or stock) 
will be charged against future sales. 


What is the financial position at the end of the first day? 


In order to establish the financial position at the end of the first day we can draw up a balance sheet. This will list 
the resources held at the end of the day: 


Balance sheet at the end of day 1 


$ 
Cash (closing balance) 110 
Inventory (stock of goods for resale: 1/4 of $100) 25 
Total business wealth 135 


You should note that the profit has led to an increase in wealth ($35). 





We can see from the above financial reports that each provides part of a picture which sets out the 
financial performance and position of the business. We begin by showing the cash movements. Cash 
is a vital resource which is necessary for any business to function effectively. Cash is required to 
meet maturing obligations and to acquire other resources (such as stock/inventory). Cash has been 
described as the ‘life blood’ of a business and movements in cash are usually given close scrutiny by 
users of financial statements. 
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However, it is clear that reporting cash movements alone would not be enough to portray the 
financial health of the business. The changes in cash over time do not give an insight into the profit 
generated. The profit and loss account provides an insight into this aspect of performance. For day 1, 
for example, we saw that the cash balance increased by $10 but the profit generated, as shown in the 
profit and loss account, was $35. The increase in wealth ($35) was represented by $10 cash and $25 
in the form of stocks (inventory). 

In order to gain an insight into the total wealth of the business a balance sheet is drawn up at the 
end of the day. Cash is only one form in which wealth can be held. In the case of this business, 
wealth is also held in the form of inventory (stock of goods for re-sale). Hence when drawing up the 
balance sheet, both forms of wealth held will be listed. In the case of a large business, there may be 
many other forms in which wealth will be held, such as land and buildings, equipment, motor 
vehicles, etc. 

Let us now continue with our example. 


[ Example 2.1 (cont.) | 2.1 (cont.) 


On the second day of trading, Paul purchased more wrapping paper for $50 cash. He managed to sell 
all of the new wrapping paper and half of the earlier stock for a total of $90. 
The cash flow statement on day 2 will be as follows: 





Statement of cash flows for day 2 


$ 
Opening balance (i.e. closing balance from day 1) 110 
Sale of wrapping paper _90 

200 

Purchase of wrapping paper _50 
Closing balance 150 
The profit and loss account for day 2 will be as follows: 
Profit and loss account for day 2 

$ 
Sales 90 
Cost of goods sold ($50 + 1/2 of $25) 62.50 
Profit 27.50 
The balance sheet at the end of day 2 will be: 
Balance sheet at the end of day 2 

$ 
Cash 150 
Inventory (Stock of goods for resale: 1/2 of $25) 12.50 
Total business wealth 162.50 





We can see that the total business wealth increased to $162.50 by the end of day 2. This represents an increase of 
$27.50 (i.e. $162.50 — $135) over the previous day. You should note that this is the amount of profit made during 
day 2 as shown on the profit and loss account. 
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Activity 2.1 


On the third day of his business venture, Paul purchased more stock for $100 cash. However, it was 
raining hard for much of the day and sales were slow. After Paul had sold half of his total stock for 
$65, he decided to stop trading until the following day. 

Have a go at drawing up the three financial reports for day 3 of Paul’s business venture. 


Statement of cash flows for day 3 





$ 
Opening balance (from day 2) 150 
Sale of wrapping paper _65 

215 

Purchase of wrapping paper 100 
Closing balance 115 
Profit and loss account for day 3 

$ 
Sales 65 
Cost of goods sold (1/2 of $(100 + 12.50)) 56.25 
Profit 8.75 
Balance sheet at the end of day 3 

$ 
Cash 115 
Inventory (1/2 of $(100 + 125)) 56.25 
Total business wealth 171.2 


Note that the total business wealth increased by $8.75 (i.e. the amount of the day’s profit) even 
though the cash balance declined. This is due to the fact that the business is holding more of its 
wealth in the form of inventory rather than cash, compared with the end of day 2. 

Note that the profit and loss account and statement of cash flows are both concerned with 
measuring flows (of wealth and cash respectively) over time. The period of time may be one day, one 
month, one year, etc. The balance sheet, however, is concerned with the financial position (or wealth) 
at a particular moment in time (the end of one day, one week, etc). 

Figure 2.1 illustrates this point. The profit and loss account, statement of cash flows and balance 
sheet, when taken together, are often referred to as the ‘final accounts’ of the business. 


Figure 2.1 * The relationship between the balance sheet, profit and loss account and cash flow statement. 


Balance Balance Balance 
sheet sheet sheet 


Profit and loss account Profit and loss account 


|«—________,|,______ 


Cash flow statement ash flow statement 
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For external users of the accounts, these reports are normally backward looking and are based on 
information concerning past events and transactions. This can be useful for users in providing 
feedback on past performance and in identifying trends that provide clues to future performance. 
However, the reports can also be prepared using projected data in order to help assess likely future 
profits, cash flows, etc. The financial reports are normally prepared on a projected basis for internal 
decision-making purposes only. Managers are usually reluctant to publish these projected figures for 
external users. 

Nevertheless, as external users have to make decisions about the future, projected financial reports 
prepared by managers are likely to be useful for this purpose. Managers are, after all, in a good 
position to assess future performance and so their assessments are likely to provide a valuable source 
of information. In certain circumstances, such as raising fresh capital or resisting a hostile takeover 
bid, managers are prepared to depart from normal practice and issue projected figures to external 
users. Where publication does occur, some independent verification of the assumptions underlying 
the forecasts is often provided by a firm of accountants to lend credibility to the figures produced. 


The balance sheet 
NATURE AND PURPOSE 


Having gained an overview of the major financial reports, we can now begin a more detailed 
examination starting with the balance sheet. The purpose of the balance sheet is simply to set out 
the financial position of a business at a particular moment in time. (The balance sheet is sometimes 
referred to as the financial position statement because it seeks to provide the user with a picture of 
the financial position.) We saw above that the balance sheet will reveal the forms in which the wealth 
of the business is held and how much wealth is held in each form. We can, however, be more specific 
about the nature of the balance sheet by saying that it sets out the assets of the business, on the one 
hand, and the claims against the business on the other. Before looking at the balance sheet in more 
detail, we need to be clear about what these terms mean. 


Assets 


An asset, for accounting purposes, is essentially a resource held by the business which has certain 
characteristics. The major characteristics of an asset are: 


e A probable future economic benefit exists. This simply means that the item is expected to have some 
future monetary value. This value can arise through its use within the business or through its hire 
or sale. Thus, an obsolete piece of equipment that can be sold for scrap would still be considered 
an asset whereas an obsolete piece of equipment that could not be sold for scrap would not be 
regarded as an asset. 

e The business has an exclusive right to control the benefit. Unless the business has exclusive rights over 
the resource it cannot be regarded as an asset of the business. Thus, for a business offering 
holidays on house boats, the canal and river system may be a very valuable resource. However, as 
the business will not be able to control the access of others to the system it cannot be regarded 
as an asset of the business. (However, the house boats owned by the business would be regarded 
as assets.) 

e The benefit must arise from some past transaction or event. This means the transaction (or other event) 
giving rise to the business’s right to the benefit must have already occurred and will not arise at 
some future date. Thus, an agreement by a business to purchase a piece of machinery at some 
future date would not mean the item is currently an asset of the business. 
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e The asset must be capable of reliable measurement in monetary terms. Unless the item can be measured in 
monetary terms with a reasonable degree of reliability the item will not be regarded as an asset 
for inclusion on the balance sheet. For example, the loyalty of customers may be extremely 
valuable to the business but may be impossible to quantify. 


We can see that these conditions will strictly limit the kind of items that may be referred to as 
‘assets’ in financial reports. Certainly not all resources exploited by a business will be assets of the 
business. Once an asset has been acquired by a business, it will continue to be considered an asset 
until the benefits are exhausted or the business disposes of it in some way. 


Activity 2.2 


State which of the following items could appear on the balance sheet of business A as an asset. 
Explain your reasoning in each case. 


1. $1,000 owing to business A by a customer who will never be able to pay. 

2. The purchase of a licence from business B giving business A the right to produce a product 
designed by that business. Production of the new product under licence is expected to increase 
profits over the period in which the licence is held. 

3. The hiring by business A of a new marketing director who is confidently expected to increase profits by 
at least 30 per cent over the next three years. 

4. Purchase of a machine which will save business A $10,000 per annum. It is currently being used by the 
business but has been acquired on credit and is not yet paid for. 


Your answer to the above problems should be along the following lines: 


1. Under normal circumstances a business would expect a customer to pay the amount owed. Such an amount is, 
therefore, typically shown as an asset under the heading ‘debtors’, also referred to as ‘accounts receivable’ or 
simply ‘receivables’. However, in this particular case the debtor is unable to pay. Hence, the item is incapable of 
providing future benefits and the $1,000 owing would not be regarded as an asset. Debts that are not paid are 
referred to as ‘bad debts’. 

2. The purchase of the licence would meet all of the conditions set out above and would therefore be regarded as an 
asset. 

3. The hiring of a new marketing director would not be considered the acquisition of an asset. One argument 
against its classification as an asset is that the organisation does not have exclusive rights of control over the 
director. Nevertheless, it may have an exclusive right to the services that the director provides. Perhaps a 
stronger argument is that the value of the director cannot be measured in monetary terms with any degree of 
reliability. 

4. The machine would be considered an asset even though it is not yet paid for. Once the organisation has agreed to 
purchase the machine and has accepted it, the machine is legally owned by the organisation even though payment 
is still outstanding. (The amount outstanding would be shown as a claim, as we shall see below.) 


The sort of items that often appear as assets in the balance sheet of a business include: 


freehold premises: 
machinery and equipment; 
fixtures and fittings: 
patents and trademarks: 
debtors; 

investments. 
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Activity 2.3 


Can you think of three additional items which might appear as assets in the balance sheet of a 
business? 





You may be able to think of a number of other items which could appear as an asset on the balance 
sheet of a business. Some items you may have identified are: 


¢ motor vehicles; 

¢ inventory/stock of goods; 
¢ computer equipment; 

¢ cash at bank; 

¢ cash in hand. 


Note that an asset does not have to be a physical item — it may also be a non-physical right to 
certain benefits. Assets that have a physical substance and that can be touched are referred to as 
tangible assets. Assets which have no physical substance but, nevertheless, provide expected future 
benefits are referred to as intangible assets. 


Claims 


A claim is an obligation on the part of the business to provide cash, or some other form of benefit, to 
an outside party. A claim will normally arise as a result of the outside party providing funds in the 
form of assets for use by the business. There are essentially two types of claim against an 
organisation: 


e Capital. This represents the claim of the owner(s) against the business. This claim is sometimes 
referred to as the owner's equity. Some find it hard to understand how the owner can have a 
claim against the business, particularly when we consider the example of a sole proprietor-type 
business where the owner is, in effect, the business. However, for accounting purposes, a clear 
distinction is made between the business (whatever its size) and the owner(s). The business is 
viewed as being quite separate from the owner, irrespective of whether the business has a 
separate legal identity or not. This means that when financial reports are prepared, they are 
prepared for the business rather than the owner(s). Viewed from this perspective, therefore, any 
funds contributed by the owner to help finance the business will be regarded as a claim against 
the business in its balance sheet. 


e Liabilities. Liabilities represent the claims of individuals and organisations, apart from the owner, 
which have arisen from past transactions or events such as supplying goods and services or 
lending money to the business. 


Once a claim has been incurred by a business it will remain as an obligation until it is settled. 


Now that the meaning of the terms ‘assets’ and ‘claims’ has been established we can go on to 
discuss the relationship between the two. This relationship is quite simple and straightforward. If a 
business wishes to acquire assets, it will have to raise the necessary funds from somewhere. It may 
raise the funds from the owner(s) or from other outside parties or from both. To illustrate the 
relationship let us take the example of a new business as set out in Example 2.2 below. 
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L_example 22 _| 


Jerry and Co. deposits $20,000 in a bank account on 1 March in order to commence business. Let us 
assume that the cash is supplied by the owner ($6,000) and an outside party ($14,000). The raising of 
the funds in this way will give rise to a claim on the business by both the owner (capital) and the 
outside party (liability). If a balance sheet of Jerry and Co. is prepared following the above 
transactions, the assets and claims of the business would appear as follows: 








Jerry and Co. 
Balance sheet as at 1 March 
| $ $ 
Assets Claims 
Cash at bank 20,000 Capital 6,000 
Liability — loan 14,000 
20,000 20,000 














We can see from the balance sheet that has been prepared that the total claims are the same as the total assets. 
Thus: 


assets = capital plus liabilities. 


The equation shown above - which is often referred to as the balance sheet equation — will always hold true. 
Whatever changes may occur to the assets of the business or the claims against the business, there will be 
compensating changes elsewhere which will ensure that the balance sheet always ‘balances’ (i.e. both sides 
agree). By way of illustration consider some further possible transactions for Jerry and Co. Assume that, after the 
$20,000 had been deposited in the bank, the following transactions took place: 


March 2 Purchased a motor vehicle for $5,000 paying by cheque. 


March 3 Purchased inventory (stock-in-trade) on one month's credit for $3,000. 
March 4 Repaid $2,000 of the loan from outside party. 
March 6 Owner introduced $4,000 into the business bank account. 


A balance sheet may be drawn up after each day in which transactions have taken place. In this way, the effect 
can be seen of each transaction on the assets and claims of the business. The balance sheet as at 2 March will be 
as follows: 








Jerry and Co. 
Balance sheet as at 2 March 
$ $ 
Assets Claims 
Cash at bank 15,000 Capital 6,000 
Motor vehicle 5,000 Liabilities — loan 14,000 
20,000 20,000 














As can be seen, the effect of purchasing a motor vehicle is to decrease the balance at the bank by $5,000 and to 
introduce a new asset — a motor vehicle — on to the balance sheet. The total assets remain unchanged. It is only 
the ‘mix’ of assets which has changed. The claims against the business remain the same as there has been no 
change in the funding arrangements for the business. 

continues... 
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The balance sheet as at 3 March, following the purchase of inventory, will be as follows: 


Jerry and Co. 
Balance sheet as at 3 March 


Assets Claims 

Cash at bank 15,000 Capital 6,000 
Motor vehicle 5,000 Liabilities — loan 14,000 
Inventory 3,000 Liabilities — trade creditor 3,000 




















The effect of purchasing inventory has been to introduce another new asset (inventory) on to the balance sheet. 
In addition, the fact that the goods have not yet been paid for means that the claims against the business have 
been increased by the $3,000 owed to the supplier who is referred to as a ‘trade creditor’ on the balance sheet. 
Creditors are also known as ‘accounts payable’ or simply ‘payables’. 
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Try drawing up a balance sheet for Jerry and Co. as at 4 March. 





\ The balance sheet as at 4 March, following the repayment of part of the loan, will be. as s follows: 2. 


Jerry and Co. 
Balance sheet as at 4 March — 
Assets — : Claims 
Cash at bank 13,000 = Capital — 
Motor vehicle 5,000 Liabilities-loan _ | — 
Stock 3,000 : Liabilities - trade creditor — _ 
) ne - 











The repayment of $2,000 of the loan will result in a decrease in the balances : at the bank of $2, 00 and a decrease ins 
loan claim magnet the business by the same b amount. | | : . 









Try drawing up a balance sheet as at 6 March for Jerry anc 






The balance sheet as at 6 March will be as follows: 





Jerry and Co. 
Balance sheet as at 6 March | oo 
, : $ ee 5s. 
Areuts Cairns | | |. 
Cash at bank 17,000 Capital 
Motor vehicle 5,000 Liabilities - loan 
Inventory : 3,000 Liabilities - trade creditor — 











10000 





cash: at thank ee tie same aeanl 
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This example illustrates the point made earlier that the balance sheet equation (capital plus 
liabilities equals assets) will always hold true. This is because the equation is based on the fact that, 
if a business wishes to acquire assets, it must raise funds equal to the cost of those assets. These 
funds must be provided by the owners (capital), or other outside parties (liabilities), or both. Hence, 
the total cost of assets acquired should always equal the total capital plus liabilities. 

It is worth pointing out that a business would not draw up a balance sheet after each day of 
transactions as shown in the example above. Such an approach is likely to be impractical given even 
a relatively small number of transactions each day. A balance sheet for the business is usually 
prepared at the end of a defined reporting period. Determining the length of the reporting interval 
will involve weighing up the costs of producing the information against the perceived benefits of the 
information for decision-making purposes. In practice, the reporting interval will vary between 
businesses and could be monthly, quarterly, half-yearly or annually. For external reporting purposes 
an annual reporting cycle is the norm (although certain large companies report more frequently than 
this). However, for internal reporting purposes, many businesses produce monthly financial reports. 


THE EFFECT OF TRADING OPERATIONS ON THE BALANCE SHEET 


In the example we considered earlier (Jerry and Co.), we dealt with the effect on the balance sheet of 
a number of different types of transactions that a business might undertake. These transactions 
covered the purchase of assets for cash and on credit, the repayment of a loan and the injection of 
capital. However, one form of transaction, i.e. trading, has not yet been considered. In order to deal 
with the effect of trading transactions on the balance sheet let us return to our earlier example. 


[ Example 2.2 (cont.) _| 2.2 (cont.) 


Let us return to the balance sheet that we drew up for Jerry and Co. as at 6 March. The balance sheet 
at that date was as follows: 











Jerry and Co. 
Balance sheet as at 6 March 

$ $ 

Assets Claims 
Cash at bank 17,000 Capital 10,000 
Motor vehicle 5,000 Liabilities — loan 12,000 
Inventory 3,000 Liabilities — trade creditor 3,000 
25,000 25,000 














Let us assume that, on 7 March, the business managed to sell all of the inventory for $5,000 and received a 
cheque immediately from the customer for this amount. The balance sheet on 7 March, after this transaction has 
taken place, will be as follows: 





Jerry and Co. 
Balance sheet as at 7 March 

$ $ 

Assets Claims 
Cash at bank 22,000 Capital [10,000 + (5,000 — 3,000)] 12,000 
Motor vehicle 5,000 Liabilities — loan 12,000 
Liabilities — trade creditor 3,000 
27,000 27,000 








continues... 
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We can see that the inventory ($3,000) has now disappeared from the balance sheet but the cash at bank has 
increased by the selling price of the inventory ($5,000). The net effect has therefore been to increase assets by 
$2,000 (i.e. $5,000 — $3,000). This increase represents the net increase in wealth (profit) which has arisen from 
trading. Also note that the capital of the business has increased by $2,000 in line with the increase in assets. This 
increase in capital reflects the fact that increases in wealth as a result of trading or other operations will be to the 
benefit of the owner and will increase his/her stake in the business. 


Activity 2.6 


What would have been the effect on the balance sheet if the inventory had been sold on 7 March for 
$1,000 rather than $5,000? 





The balance sheet on 7 March would be as follows: 








Jerry and Co. 
Balance sheet as at 7 March 
$ $ 
Assets Claims 
Cash at bank 18,000 Capital [10,000 + (1,000 — 3000)] 8,000 
Motor vehicle 5,000 Liabilities — loan 12,000 
Liabilities — trade creditor 3,000 
23,000 23,000 








As we can see, the inventory ($3,000) will disappear from the balance sheet but the cash at bank will only rise by 
$1,000. This will mean a net reduction in assets of $2,000. This reduction will be reflected in a reduction in the capital 
of the owner. 


Thus, we can see that any decrease in wealth (loss) arising from trading or other transactions will lead to a 
reduction in the owner's stake in the business. If the business wished to maintain the level of assets as at 6 
March it would be necessary to obtain further funds from the owner or outside parties, or both. 

What we have just seen means that the balance sheet equation can be extended as follows: 


assets = capital + profit (or — loss) + liabilities. 


The profit for the period is usually shown separately in the balance sheet as an addition to capital. Any 
funds introduced by the owner, or withdrawn by the owner for living expenses or other reasons, are also 
shown separately. Thus, if we assume that the above business sold the inventory for $5,000, as in the 
earlier example, and further assume the owner withdrew $1,500 of the profit, the capital of the owner would 
appear as follows on the balance sheet: 








$ 

Capital 
Opening balance 10,000 
Add profit 2,000 
12,000 
Less drawings 1,500 
Closing balance 10,500 


If the drawings were in cash then the balance of cash would decrease by $1,500 in the balance sheet. 
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THE CLASSIFICATION OF ASSETS 


To help users of financial information easily locate items of interest on the balance sheet, it is 
customary to group assets and claims into categories. Assets are normally categorised as being 
either current or non-current. Non-current assets are sometimes referred to as fixed assets. The 
distinction between these two categories is as follows: 


e Current assets are assets which are not held on a continuing basis. They include cash and other 
assets which are expected to be consumed or converted to cash within the next twelve months. 
Current assets are normally held as part of the day-to-day trading activities of the business. The 
most common current assets are inventory, trade debtors (i.e. customers who owe money for 
goods or services supplied on credit) and cash itself. The current assets mentioned are inter- 
related and circulate within a business as shown in Figure 2.2. We can see that cash can be used 
to purchase inventory which is then sold on credit. When the trade debtors pay, the business 
receives an injection of cash, etc. 


Figure 2.2 ° The circulating nature of current assets. 


Trade 
debtors 


e Non-current assets are defined primarily according to the purpose for which they are held. They 
are held with the intention of being used to generate wealth rather than being held for resale 
(although they may be sold by the business when there is no further use for the asset). They can 
be seen as the tools of the business. Non-current assets are normally held by the business on a 
continuing basis. The minimum period a non-current asset is expected to be held is one year. 


Activity 2.7 


Can you think of two examples of assets which may be classified as non-current assets within a 
particular business? 


Examples of assets which are often defined as being non-current are: 


¢ freehold premises; 

¢ plant and machinery; 
e motor vehicles; 

¢ patents. 





This is not an exhaustive list. You may have thought of others. 
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It is important to appreciate that the classification of an asset may vary (i.e. between current and 
non-current) according to the nature of the business being carried out. This is because the purpose 
for which a particular type of business holds a certain asset may vary. For example, a motor vehicle 
manufacturer will normally hold the motor vehicles produced for re-sale and would therefore classify 
them as inventory. On the other hand, a business which uses motor vehicles for transportation 
purposes would classify them as non-current assets. 


Activity 2.8 


The assets of Kunalun and Co., a large metalworking business, are shown below: 


¢ cash at bank; 
¢ fixtures and fittings; 
¢ office equipment; 
¢ motor vehicles; 
¢ freehold factory premises; 
* goodwill purchased from business taken over; 
¢ plant and machinery; 
* computer equipment; 
~* stock of work-in-progress (i.e. partly completed goods); 
e short-term investments. 





Which of the above do you think should be defined as current assets and which should be defined as 
non-current assets? 


Your answer to the above activity should be as follows: 


Non-current assets Current assets 

Fixtures and fittings Cash at bank 

Office equipment Stock of work-in-progress 
Motor vehicles Short-term investments 


Freehold factory premises 
Goodwill purchased 

Plant and machinery 
Computer equipment 


The item ‘goodwill purchased’ in the list of non-current assets above requires some explanation. 
When a business takes over another business, the amount which is paid for the business taken over 
will often exceed the total value of the individual assets which have been acquired. This additional 
amount represents a payment for ‘goodwill’ which arises from such factors as the quality of products 
produced, the skill of the workforce, the relationship with customers, etc. ‘Qualitative’ items such as 
these are normally excluded from the balance sheet as they are difficult to measure. However, when 
they have been acquired by a business at an agreed price, the amount paid provides an objective 
basis for measurement. Hence, ‘goodwill purchased’ can be regarded as an asset and included on 
the balance sheet. Goodwill is regarded as a non-current asset as it is not held primarily for resale 
and will be held on a continuing basis. It is also a good example of an intangible asset, since it has 
no physical substance. 
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THE CLASSIFICATION OF CLAIMS 


As we have already seen, claims are normally classified into capital (owner’s claim) and liabilities 
(claims of outsiders). Liabilities are further classified into two groups: 


e Current liabilities represent amounts due and payable to outside parties within twelve months of 
the balance sheet date. 

e Non-current liabilities represent those amounts due to other parties which are not liable for 
repayment within the next twelve months after the balance sheet date. 


Unlike assets, the purpose for which the liabilities are held is not an issue. It is only the period for 
which the liability is outstanding that is important. Thus, a long-term liability will turn into a current 
liability when the settlement date comes within twelve months of the balance sheet date. 


Activity 2.9 


Can you think of examples of a non-current liability and a current liability? 


Two examples of a non-current liability would be a long-term mortgage (i.e. loan secured on property) or long- 
term loan. Two examples of a current liability would be trade creditors (i.e. amounts owing to suppliers for 
goods supplied on credit) and a bank overdraft (a form of bank borrowing that is repayable on demand). 


BALANCE SHEET FORMATS 


Now that the classification of assets and liabilities has been completed, it is possible to consider the 
format of the balance sheet. Although there is an almost infinite number of ways in which the same 
balance sheet information could be presented, there are, in practice, two basic formats. The first of 
these follows the style we adopted with Jerry and Co. earlier. A more comprehensive example of this 
style is shown below: 


Brie Manufacturing 
Balance sheet as at 31 December 19x9 








$ $ $ $ 
Current assets Current liabilities 
Cash at bank 12,000 Trade creditors 37,000 
Trade debtors 18,000 | 
Inventory 23,000 Non-current liabilities 
53,000 Loan 50,000 
Non-current assets Capital 
Motor vehicles 19,000 Opening balance 50,000 
Plant and machinery 30,000 Add protit 14,000 
Freehold premises 45,000 64,000 
94,000 Less drawings 4,000 
60,000 
147,000 147,000 











Note that within each category of asset (current and non-current) the items are listed with the most 
liquid (starting with cash) first, going down to the least liquid last. This is a standard practice which 
is followed irrespective of the format used. Liquidity generally relates to cash or closeness to cash. 
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You should note that this approach is not used in all countries. For example, in the United 
Kingdom the order is typically reversed, with the listing going from the least liquid to the most 
liquid. Overall content is basically the same, only the order changes. 

An obvious change to this format is to show claims on the left and assets on the right. Some 
people prefer this approach because the claims can be seen as the source of finance for the business 
and the assets show how that finance has been deployed. It could be seen as more logical to show 
sources first and uses second. 

The format shown above is sometimes referred to as the ‘horizontal layout’. However, in recent 
years, a more common form of layout for the balance sheet is the ‘narrative’ or ‘vertical’ form of 
layout. This format is really based on a rearrangement of the balance sheet equation. With the 
horizontal format above, the balance sheet equation is set out as: 


Current assets (CA) + Non-current assets (NCA) = Capital (C) + Non-current liabilities (NCL) 
+ Current liabilities (CL) 


The vertical format merely rearranges this to: 


CA 
+ NCA 
Gi. 
+ NCL 
+C 


We can, therefore, rearrange the balance sheet layout of Brie Manufacturing as follows: 


Brie Manufacturing 
Balance sheet as at 31 December 19x9 

















$ $ 
Current assets 
Cash at bank 12,000 
Trade debtors 18,000 
Inventory 23,000 53.000 
Non-current assets 
Motor vehicles 19,000 
Plant and machinery 30,000 
Freehold premises 45,000 
94,000 
147,000 
Current liabilities 
Trade creditors 37,000 
Non-current liabilities 
Loan 50,000 
Capital 
Opening balance 50,000 
Add Profit 14,000 
64,000 
Less Drawings 4,000 
60,000 
147,000 
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NCA 

+ (CA - CL) 
— NCL 

=C 


Brie Manufacturing 


Balance sheet as at 31 December 19x9 


A modification of this, used predominantly in the United Kingdom, which focuses on capital, 
rearranges the equation, as shown below: 


This approach would lead to the following balance sheet layout of Brie Manufacturing: 


























$ $ 
Fixed (non-current) assets 
Freehold premises 45,000 
Plant and machinery 30,000 
Motor vans 19,000 
94,000 
Current assets 
Inventory/Stock-in trade 23,000 
Trade debtors 18,000 
Cash at bank 12,000 
53,000 
Current liabilities 
Trade creditors 37,000 
Working capital 16,000 
Total assets less current liabilities 110,000 
Long-term (non-current) liabilities 
Loan 50,000 
Net assets 60,000 
Capital 
Opening balance 50,000 
Add Profit 14,000 
64,000 
Less Drawings 4,000 
60,000 





This format highlights the relationship between current assets and current liabilities, the difference 
being working capital. At the moment this particular vertical format is unusual in Australia, though 
recent changes in the Corporations Law might encourage more businesses to adopt it. Generally the 
first of the vertical formats shown above is used. 
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Self-Assessment Question 2.1 


The following information relates to the Simonson Engineering Company as at 30 September 


19x9: 


$ 
Plant and machinery 25,000 
Trade creditors 18,000 
Bank overdraft 26,000 
Inventory 45,000 
Freehold premises 72,000 
Long-term loans 51,000 
Trade debtors 48,000 
Capital at 1 October 19x8 117,500 
Cash-in-hand 1,500 
Motor vehicles 15,000 
Fixtures and fittings 9,000 
Profit for the year to 30 September 19x9 18,000 
Drawings for the year to 30 September 19x9 15,000 


Required: Prepare a balance sheet in narrative form. 


THE BALANCE SHEET AS A POSITION AT A POINT IN TIME 


As we have already seen, the balance sheet is a statement of the financial position of the business at 
a specified point in time. The balance sheet has been compared to a photograph. A photograph ‘freezes’ 
a particular moment in time and will only represent the events that occurred at that moment in time. 
Hence, events may be quite different immediately before and immediately after the photograph was 
taken. Similarly, the balance sheet represents a ‘snapshot’ of the business at a particular moment in 
time. When examining a balance sheet, therefore, it is important to establish the date at which it has 
been drawn up. This information should be prominently displayed in the balance sheet heading as 
shown above. The more current the balance sheet date the better, when you are trying to assess 
current financial position. 

A business will normally prepare a balance sheet as at the close of business on the last day of 
its accounting year. In Australia and New Zealand businesses are free to choose their accounting 
year. When making a decision on which year-end date to choose, commercial convenience can 
often be a deciding factor. Thus a business operating in the retail trade may choose to have a year- 
end date early in the calendar year (e.g. 31 January) because trade tends to be slack during that 
period and more staff time is available to help with the tasks involved with the preparation of the 
annual accounting statements (e.g. checking the amount of inventory held). Since trade is slack, it 
is also a time when the amount of inventory held by the business is likely to be untypically low as 
compared with other times of the year. Thus the balance sheet, though showing a fair view of what 
it purports to show, may not show a picture of what is more typically the position of the business 
over the year. 
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Accounting conventions and the balance sheet 


Accounting is based on a number of rules or conventions which have evolved over time. They have 
evolved in order to deal with practical problems experienced by preparers and users rather than to 
reflect some theoretical ideal. In preparing the balance sheets earlier, we have adhered to various 
conventions although they have not been explicitly mentioned. Below we identify and discuss the 
major conventions which we have employed. 


Business entity convention 


For accounting purposes, the business and its owner(s) are treated as quite separate and distinct. 
This is why owners are treated as claimants against their own business in respect of their investment 
in the business. The business entity convention must be distinguished from the legal position that 
may exist between businesses and their owners. For sole proprietorships and partnerships, the law 
does not make any distinction between the business and its owner(s). For limited companies, on the 
other hand, there is a clear legal distinction between the business and its owners. (As we shall see in 
Chapter 4, the limited company is regarded as having a separate legal existence.) For accounting 
purposes, these legal distinctions are irrelevant and the business entity convention applies to all 
forms of business entity. 


Money measurement 


Accounting normally deals with only those items that are capable of being expressed in monetary 
terms. Money has the advantage that it is a useful common denominator with which to express the 
wide variety of resources held by a business. However, not all resources held by a business may be 
capable of being measured in monetary terms and so may be excluded from the balance sheet. 


Activity 2.10 


Can you think of resources held by a business that are not normally included on the balance sheet 
because they cannot be quantified in monetary terms? 


In answering this activity you may have thought of the following: 





e the quality of the workforce; 

¢ the reputation of the businesses products; 
¢ the location of the business; 

¢ the relationship with customers; 

¢ the quality of management. 


Accounting is a developing subject and the boundaries of financial measurement can change. In 
recent years, attempts have been made to measure particular resources of a business that have been 
previously excluded from the balance sheet. For example, we have seen the development of human 
resource accounting which attempts to measure the ‘human assets’ of the business. It is often 
claimed that employees are the most valuable ‘assets’ of a business. By measuring these assets and 
putting the amount on the balance sheet, it is sometimes argued that we would have a more 
complete picture of financial position. For similar reasons, we have also seen attempts by certain 
large businesses to measure the value of brand names that they hold. However, some of the 
measurement methods proposed have been controversial and often conflict with other accounting 


CHAPTER TWO + MEASURING AND REPORTING FINANCIAL POSITION 3] 


conventions. There are mixed views as to whether extending the boundaries of financial 
measurement will succeed in making the balance sheet a more useful representation of the financial 
position of a business. 

Another approach to overcoming some of the limitations of money measurement is to publish a 
narrative financial report. Rather than trying to ‘quantify the unquantifiable’, a narrative financial 
report could be published to help users assess financial health. Thus, in order to give a more 
complete picture of financial position, a narrative statement might incorporate a discussion of such 
matters as investment policy, financial structure, liquidity and of valuable resources which have not 
been quantified. 


Historic cost 


Assets are generally shown on the balance sheet at a value that is based on their historic 
(acquisition) cost. This method of measuring asset value has been adopted by accountants in 
preference to methods based on some form of current value. Many commentators find this particular 
convention difficult to support, as outdated historical costs are unlikely to help in the assessment of 
current financial position. It is often argued that recording assets at their current value would 
provide a more realistic view of financial position and would be more relevant for a wide range of 
decisions. However, a system of measurement based on current values can present a number of 
problems. 


Activity 2.11 


Can you think of reasons why current value accounting may pose problems for both preparers and 
users of financial reports? 


The term ‘current value’ can be defined in a number of ways. For example, it can be defined broadly as either the 
current replacement cost or the current realisable value (selling price) of an item. These two types of valuation 
may result in quite different figures being produced to represent the current value of an item. (Think, for example, 
of second-hand car values; there is often quite a difference between buying and selling prices.) In addition, the 
broad terms ‘replacement cost’ and ‘realisable value’ can be defined in different ways. We must therefore be clear 
about what kind of current value accounting we wish to use. There are also practical problems associated with 
attempts to implement any system of current value accounting. For example, current values, however defined, are 
often difficult to establish with any real degree of objectivity. This may mean that the figures produced are heavily 
dependent on the opinion of managers. Unless the current value figures are capable of some form of independent 
verification, there is a danger that the financial reports will lose their credibility among users. 





By reporting assets at their historic cost, it is argued that more reliable information is produced. 
Reporting in this way reduces the need for subjective opinion as the amount paid for a particular 
asset is usually a matter of demonstrable fact. However, information based on past costs may not 
always be relevant to the needs of users. 

Later in the chapter we will consider the valuation of assets in the balance sheet in more detail. 
We will see that the historic cost convention is not always rigidly adhered to and that departures 
from this convention often occur. 


Going concern or continuity convention 


This convention holds that the business will continue operations for the foreseeable future. In other 
words, there is no intention or need to liquidate the business. This convention is important because 
the value of non-current assets on a liquidation basis is often low in relation to the recorded values 
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and an expectation of winding up would mean that anticipated losses on sale should be fully 
recorded. However, where there is no expectation of liquidation, the value of non-current assets can 
continue to be shown at their recorded values (i.e. based on historic cost). This convention, 
therefore, provides support for the historic cost convention under normal circumstances. 


Dual aspect convention 


Each transaction has two aspects, both of which will affect the balance sheet. Thus, the purchase of a 
motor car for cash results in an increase in one asset (motor car) and a decrease in another (cash). The 
repayment of a loan results in the decrease in a liability (loan) and the decrease in an asset (cash/bank). 


Activity 2.12 


What are the two aspects of each of the following transactions? 


¢ Purchase $1,000 inventory on credit. 
¢ Owner withdraws $2,000 in cash. 
¢« Sale of inventory (purchased for $1,000) for $2,000 cash. 





Your answer should be as follows: 


¢ Inventory increases by $1,000, creditors increase by $1,000. 

¢ Capital reduces by $2,000, cash reduces by $2,000. 

¢ Assets show net increase of $1,000 (Cash + $2,000, Inventory — $1,000), profit (and therefore capital) increases by 
$1,000. 


Recording the dual aspect of each transaction ensures that the balance sheet will continue to balance. 


Conservatism/Prudence 


Conservatism and prudence are frequently used interchangeably. This convention holds that 
financial reports should err on the side of caution. The convention represents a pessimistic view of 
financial position and evolved to counteract the excessive optimism of some managers and owners 
which resulted in an overstatement of financial position. Operation of this convention results in the 
recording of both actual and anticipated losses in full whereas profits are not recognised until they 
are realised (i.e. there is reasonable certainty the profit will be received). When the conservatism 
convention conflicts with another convention, it is conservatism that will normally prevail. We will 
see an example of this when we consider the valuation of current assets later in the chapter. 


Activity 2.13 


Can you think of a situation where certain users might find that a pessimistic view of the financial . 
position of a business will work to their disadvantage? 


Applying the conservatism convention will result in an understatement of financial position. This bias towards 
understatement may result in owners selling their stake in the business at a price which is lower than they 
would have received if a more realistic approach to valuation was employed. 





The extent of this bias towards understatement may be difficult to judge. It is likely to vary according 
to the views of the individual carrying out the valuation. 
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Stable monetary unit 


This convention holds that money, which is the unit of measurement in accounting, will not change in 
value over time. However, throughout much of the world, inflation has been a persistent problem over 
the years. This has meant the value of money has declined in relation to other assets. In past years, 
high rates of inflation resulted in balance sheets, which are drawn up on an historic cost basis, 
reflecting figures for assets that were much lower than if current values were employed. The value of 
freehold land and buildings, in particular, increased rapidly during much of the 1970s and 1980s. 
Where this asset was held for some time by a business, there was often a significant difference 
between its original cost and the current market value. This led to the criticism that balance sheet 
values were seriously understated and, as a result, some businesses broke away from the use of 
historic cost as the basis for valuing this particular asset. Instead, land and buildings are periodically 
revalued in order to provide a more realistic statement of financial position. Although this represents 
a departure from accounting convention, it is a practice which has become increasingly common. 


Activity 2.14 


Refer to the vertical format balance sheet of Brie Manufacturing shown above. What would be the 
effect of revaluing the freehold land to a figure of $110,000 on the balance sheet? 


The effect on the balance sheet would be to increase the freehold land to $110,000 and the gain on 
revaluation (i.e. $110,000 — $45,000 = $65,000) would be added to the capital of the owner as it is the 
owner who will benefit from the gain. The revised balance sheet would therefore be as follows: 





Brie Manufacturing 
Balance sheet as at 31 December 19x9 











$ $ 
Current assets 
Cash at bank 12,000 
Trade debtors 18,000 
inventory 23,000 
53,000 
Non-current assets 
Motor vehicles 19,000 
Plant and machinery 30,000 
Freehold premises 110,000 
159,000 
212,000 
Current liabilities 
Trade creditors 37,000 
Non-current liabilities 
Loan 50,000 
Capital 
Opening balance 50,000 
Add Revaluation gain 65,000 
Add Profit 14,000 
129,000 
Less Drawings 4,000 
125,000 
212,000 
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In practice, the revaluation of land and buildings often has a significant effect on the size of the 
balance sheet figures for tangible non-current assets. In past years, the effect on the balance sheet 
has usually been beneficial as property has risen in value throughout much of the past three 
decades. However, in more recent years we have witnessed a fall in property values and we have also 
seen some reluctance among those businesses who revalued their land and buildings upwards in 
earlier years, to make downward revaluations in recessionary years. A common reason cited is that 
the fall in value is only considered to be temporary. 

Inflation creates problems other than those relating to land and buildings, discussed above. These 
generally relate to the identification of profit. These will be dealt with in more detail in later 
chapters. 


Objectivity/Reliability 


This convention seeks to reduce personal bias in financial reports. As far as possible, financial 
reports should be based on objective verifiable evidence rather than matters of opinion. 


Activity 2.15 


Which of the above conventions does the objectivity convention support and which does it conflict 
with? 


The objectivity convention provides further support (along with the going concern convention) for the use of 
historic cost as a basis of valuation. It can conflict, however, with the prudence convention which requires the 
use of judgement in determining values. 





The basis of valuation of assets on the 
balance sheet 


It was mentioned earlier that, when preparing the balance sheet, the historic cost convention is 
normally applied for the reporting of assets. However, this point requires further elaboration as, in 
practice, it is not simply a matter of recording each asset on the balance sheet at its original cost. 
Below we consider the valuation procedures used for both current assets and non-current assets. 


Current assets 


Where the net realisable value (i.e. selling price less any selling costs) of current assets falls below 
the cost of the assets, the former will be used as the basis of valuation instead. This reflects the 
influence of the prudence convention on the balance sheet. Current assets are short-term assets that 
are expected to be liquidated in the near future and so any loss arising from a fall in value below 
their original cost is reflected on the balance sheet. 


Non-current assets 


Many non-current assets, such as plant and machinery, motor vehicles, computer equipment and 
buildings have a limited useful life. Ultimately, these assets will be used up as a result of wear and 
tear, obsolescence, etc. The cost of a particular asset which has been used up over time, as a result of 
being employed by the business is referred to as depreciation. The total depreciation relating to a 
non-current asset will normally be deducted from the cost of the asset on the balance sheet. This 
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procedure is not really a contravention of the cost convention. It is simply recognition of the fact that 
a proportion of the cost of the non-current asset has been consumed in the process of generating 
benefits (revenues) for the business. (The concept of depreciation is considered in more detail in the 
next chapter.) 

There are, however, examples where the cost convention is contravened. We saw earlier that some 
assets appreciate in value over time. Freehold property was mentioned as an example of an asset 
which has appreciated in value a great deal in past years. As a result of this appreciation, it has 
become widespread practice to revalue freehold property by using current market values rather than 
historic cost. This practice not only contravenes the cost convention but it also contravenes the 
objectivity convention. This is because an opinion of what is the current market value is substituted 
for a cost figure (which is usually a matter of verifiable fact). 

In recent years, we have also seen some large businesses attempt to place a value on their — 
product brands. Product brands may be very valuable to a business as they can generate customer 
loyalty which, in turn, can lead to increased sales. This brand loyalty is often built up through many 
years of promotional and advertising expenditure. However, such expenditure may be difficult to 
trace and so some form of current valuation is often used as the basis for including brand names on 
the balance sheet. (It should be said that the practice of including internally generated brands on the 
balance sheet is a controversial issue in accounting. Some doubt exists as to whether the value of 
brands can be established with a reasonable degree of reliability and this, in turn, brings into 
question their inclusion on the balance sheet.) 

Thus, we can see that there are exceptions to the rule that assets are recorded at their historic 
cost. Moreover, the list of exceptions appears to be growing. In recent years, the balance sheets of 
many businesses have reflected, increasingly, a mixture of valuation approaches. This trend is a 
matter of concern for the accountancy profession as users are unlikely to find a variety of valuation 
methods very helpful when trying to assess financial position. 


Interpreting the balance sheet 


We have seen that the conventional balance sheet has a number of limitations. This has led some 
users of financial information to conclude that the balance sheet has little to offer in the way of 
useful information. However, this is not necessarily the case. The balance sheet can provide useful 
insights to the financing and investing activities of a business. In particular, the following aspects of 
financial position can be examined. 


e The liquidity of the business. This is the ability of the business to meet its short-term obligations 
(current liabilities) from its liquid (cash and near cash) assets. Liquidity is particularly important 
because business failures occur when the business cannot meet its maturing obligations, 
whatever the root cause of that inability may be. 

e The ‘mix’ of assets held by the business. The relationship between current assets and non-current 
assets is important. Businesses with too much of their funds tied up in non-current assets could 
be vulnerable to financial failure. This is because non-current assets are typically not easy to turn 
into cash in order to meet short term obligations. Converting many non-current assets into cash 
may well lead to substantial losses for the business because such assets are not always worth, 
on the open market, what the business paid to acquire the asset or what the the asset is worth to 
the business. For example, a specialised piece of equipment may have little value to any other 
business, yet it could be worth a great deal to the business. 

e The financial structure of the business. The relative proportion of total finance contributed by the 
owners and outsiders can be calculated to see whether the business is heavily dependent on 
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outside financing. Heavy borrowing can bring with it a commitment to pay large interest charges 
and make large capital repayments at regular intervals. These are legally enforceable obligations 
which can be a real burden as they have to be paid irrespective of the financial position of the 
business. Funds raised from the owners of the business, on the other hand, do not impose such 
obligations on the business. 


The interpretation of the balance sheet will be considered in more detail in Chapter 6. 


Self-Assessment Question 2.2 


Consider the following balance sheet of a manufacturing business: 


Russell Manufacturing Company 
Balance sheet as at 30 April 19x9 

















$ $ 
Current assets 
Cash at bank 12,000 
Trade debtors 44,000 
Inventory 48,000 
104,000 
Non-current assets 
Fixtures and fittings 14,000 
Motor vehicles 13,000 
Plant and machinery 46,000 
Freehold premises 88,000 
161,000 
265,000 
Current liabilities 
Trade creditors 24,000 
Bank overdraft 18,000 
42,000 
Non-current liabilities 
Loan 160,000 
Capital 
Opening balance 42,000 
Add Profit 32,000 
74,000 
Less Drawings 11,000 
63,000 
265,000 








Required: What can you deduce about the financial position of the business from the information 
contained in the balance sheet shown above? 
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SUMMARY 
In this chapter we gave an overview of the three major financial reports — the balance sheet, the profit and loss 
account and the statement of cash flows. We saw how each of these reports contribute towards a picture of financial 
performance and position for a business. We then went on to consider the balance sheet in some detail. We saw that 
this report shows the assets of the business and the claims against those assets at a particular moment in time. It is a 
report of financial position, however, it can be argued that it is not a complete report of financial position. There are 
certain valuable resources held by the business which cannot be accommodated easily within conventional 
accounting definitions and measurement methods. We examined the conventions of accounting that underpin the 
balance sheet and saw how these place limits on the usefulness of the balance sheet in assessing current financial 
position. 

In the following chapter we will consider another of the three major financial statements — the profit and loss 
account. 


REVIEW QUESTIONS 


2.1 An accountant prepared a balance sheet for a business using the horizontal layout. In the balance sheet, the 
capital of the owner was shown next to the liabilities. This confused the owner who argued: ‘My capital is my 
major asset and so should be shown as an asset on the balance sheet’. How would you explain this 
misunderstanding to the owner? 

2.2 ‘The balance sheet shows how much a business is worth.’ Do you agree with this statement? Discuss. 

2.3 Can you think of a more appropriate name for the balance sheet? 

2.4 In recent years there have been attempts to place a value on the ‘human assets’ of a business in order to derive a 
figure which can be included on the balance sheet. Do you think humans should be treated as assets? Would 
‘human assets’ meet the conventional definition of an asset for inclusion on the balance sheet? 


EXAMINATION-STYLE QUESTIONS 


2.1 Whilst on holiday on the Gold Coast, Helen had her credit cards and purse stolen from a beach where she was 
swimming. She was left with only $40 which she had in her hotel room. There were three days of her holiday 
remaining. She was determined to continue her holiday and decided to make some money in order to be able to 
complete her holiday. She decided to sell orange juice to holidaymakers using the local beach. On day | she 
purchased 80 cartons of orange juice at $0.50 each for cash and sold 70 of these at $0.80 each. On the following day 
she purchased 60 cartons for cash and sold 65 at $0.80 each. On the third and final day she purchased another 60 
cartons for cash. However, it rained and, as a result, business was poor. She managed to sell 20 at $0.80 each but sold 
off the rest of her stock at $0.40 each. 

Required: Prepare a profit and loss account and a statement of cash flows for each day’s trading and prepare a balance 
sheet at the end of each day’s trading. 


2.2 On 1 March 20x0 Joe Conday started a new business. During March he carried out the following transactions: 


March | Deposited $20,000 in a bank account. 

2 Purchased fixtures and fittings for $6,000 cash, and inventory $8,000 on credit. 

3 Borrowed $5,000 from a relative and deposited it in the bank. 

4 Purchased a motor car for $7,000 cash and withdrew $200 for own use. 

5 Purchased another motor car costing $9,000. The motor car purchased on 4 March was given in part 
exchange at a value of $6,500. The balance of purchase price for the new car was paid in cash. 

6  Conday won $2,000 in a lottery and paid the amount into the business bank account. He also repaid 
$1,000 of the loan. 


Required: 


(a) Draw up a balance sheet for the business at the end of each day using the horizontal format. 
(b) Show how the balance sheet you have prepared as at 6 March 20x0 would be presented in the vertical format. 
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2.3 The following is a list of assets and claims of a manufacturing business at a particular point in time: 


Bank overdraft 

Freehold land and buildings 
Inventory of raw materials 

Trade creditors 

Plant and machinery 

Loan from National Australia Bank 
Inventory of finished goods 
Delivery vehicles 

Trade debtors 


which needs to be deduced and inserted. 


S 


22,000 
245,000 
18,000 
23,000 
127,000 
100,000 
28,000 
54,000 
34,000 


Write out a balance sheet in the standard vertical form incorporating these figures. Hint: There is a missing figure 


2.4 The following is a list of the assets and claims of Crafty Engineering Ltd at 30 June 20x0: 


Creditors 

Motor vehicles 

Loan from St George Bank 
Machinery and tools 

Bank overdraft 

Inventory 

Freehold premises 
Debtors 


Required: 


(a) Prepare the balance sheet of the business as at 30 June 20x0 from the above information using the vertical format. 


S000 
86 
38 

260 
207 
116 
153 
320 
185 


(b) Discuss the significant features revealed by this financial report. 


2.5 The balance sheet of a business at the start of a week is as follows: 





Assets S 
Trade debtors 33,000 
Inventory 28,000 
Furniture and fittings 63,000 
Freehold premises 145,000 

269,000 








During the week the following transactions take place: 


Received cash from trade debtors totalling $18,000. 


Bought inventory on credit for $14,000. 
Paid trade creditors $13,000. 





Claims . . 
Trade Creditors 23,000 
Bank overdraft 43,000 
Capital 203,000 

269,000 





Sold inventory for $11,000 cash. This inventory had cost $8,000. 
Sold inventory for $23,000 on credit. This inventory had cost $17,000. 


The owners of the business introduced $100,000 of their own money which was placed in a business bank account. 
The owners bought a motor vehicle, valued at $10,000, into the business. 


Show the balance sheet after all these transactions have been reflected. 
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Objectives When you have completed your study of this chapter you should be able to: 
e discuss the nature and purpose of the profit and loss account; 
e prepare a profit and loss account from relevant financial information and interpret the results; 


e discuss the main measurement issues that must be considered when preparing the 


profit and loss account; 


e explain the main accounting conventions underpinning the profit and loss account. 


4] 


In this chapter the profit and loss account will be examined. We shall see how this statement is 
prepared and what insights it provides concerning financial performance. We shall also consider 


some of the key measurement problems to be faced when preparing this statement. 


The profit and loss account (income statement) 


In the previous chapter, we examined the nature and purpose of the balance sheet. We saw that this 
statement was concerned with setting out the financial position of a business at a particular moment 
in time. However, it is not usually enough for users to have information relating only to the amount 
of wealth held by a business at one moment in time. Businesses exist for the primary purpose of 
generating wealth, or profit, and it is the profit generated during a period that is the primary concern of 
many users. Although the amount of profit generated is of particular interest to the owners of a 
business, other groups, such as managers, employees and suppliers, will also have an interest in the 
profit-making ability of the business. The purpose of the profit and loss account — or income 
statement, as it is sometimes called - is to measure and report how much profit (wealth) the 
business has generated over a period. Profit (or loss) is the difference between the increases in 
capital attributable to trading (known as revenues) and the decreases in profit attributable to trading 
(known as expenses). 

The measurement of profit requires that the total revenues of the business, generated during a 
particular period, be calculated. Revenue is simply a measure of the inflow of assets (e.g. cash or 
amounts owed to a business by debtors) or the reduction in liabilities that arise as a result of trading 
operations. Different forms of business enterprise will generate different forms of revenue. Some 
examples of the different forms that revenue can take are as follows: 


sales of goods (e.g. of a manufacturer); 

fees for services (e.g. of a solicitor): 
subscriptions (e.g. of a club); 

interest received (e.g. of an investment fund). 


Activity 3.1 


The following represent different forms of business enterprise: 


Accountancy practice. 
Squash club. 

Bus company. 
Newspaper. 

Finance company. 
Songwriter. 

Retailer. 

Magazine publisher. 





CONOOAIPWN >= 


Can you identify the major source(s) of revenue for each type of business enterprise? 


continues... 
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Your answer to this activity should be along the following lines: 


Type of business Main source(s) of revenue 
1. Accountancy practice Fees for services 
2. Squash club Subscriptions, court fees 
3. Bus company Ticket sales, advertising 
4. Newspaper Newspaper sales, advertising 
5. Finance company interest received on loans 
6. Songwriter Royalties, commission fees 
7. Retailer Sale of goods 
8. Magazine publisher Magazine subscriptions, sales and advertising 


As you can see, it is quite possible for a business to have more than one source of revenue. 

The total expenses relating to the period must also be calculated. An expense represents the 
outflow of assets (or increase in liabilities) which is incurred as a result of generating revenues. The 
nature of the business will again determine the type of expenses that will be incurred. Examples of 
some of the more common types of expense are: 


e the cost of buying goods which are subsequently sold — known as cost of sales or cost of goods 
_ sold. 

e salaries and wages; 

rent and rates; 

motor vehicle running expenses; 

insurances; 

printing and stationery; 

heat and light: 

e telephone and postage, etc. 


The profit and loss account for a period simply shows the total revenues generated during a 
particular period and deducts from this the total expenses incurred in generating that revenue. The 
difference between the total revenue and total expenses will represent either profit (if revenues 
exceed expenses) or loss (if expenses exceed revenues). Thus, we have: 


Profit (loss) for the period = total revenues /ess total expense incurred in generating the revenue. 


Relationship between the protit and loss 
account and balance sheet 


The profit and loss account and balance sheet should not be viewed in any way as substitutes for 
one another. Rather they should be seen as performing different functions. The balance sheet is, as 
stated earlier, a statement of the financial position of a business at a single moment in time - a 
‘snapshot’ of the stock of wealth held by the business. The profit and loss account, on the other 
hand, is concerned with the generation of wealth over a period of time. The two statements are 
closely related. The profit and loss account can be viewed as linking the balance sheet at the 
beginning of the period with the balance sheet at the end of the period. Thus, at the commencement 
of business, a balance sheet will be produced to reveal the opening financial position. After an 
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appropriate period, a profit and loss account will be prepared to show the wealth generated over the 
period. A balance sheet will also be prepared to reveal the new financial position at the end of the 
period covered by the profit and loss account. This balance sheet will incorporate the changes in 
wealth which have occurred since the previous balance sheet was drawn up. The amount of profit or 
loss for the period is shown separately in the balance sheet as an adjustment to capital. 

We saw in the previous chapter that the effect of making a profit (or loss) on the balance sheet 
means that the balance sheet equation can be extended as follows: 


assets = capital + profit (or — loss) + liabilities. 
This equation can be further extended to: 
assets = capital + (revenues — expenses) + liabilities. 


In theory, it would be possible to calculate profit and loss for the period by making all adjustments 
for revenues and expenses through the capital account. However, this would be rather cumbersome. 
A better solution is to have an ‘appendix’ to the capital account in the form of a profit and loss 
account. By deducting expenses from the revenues for the period, the profit and loss account derives 
the profit (or loss) for adjustment in the capital account. This figure represents the net effect of 
operations for the period. Providing this ‘appendix’ means that a detailed and more informative view 
of performance is presented to users. 


The tormat of the profit and loss account 


The format of the profit and loss account will vary according to the type of business to which it 
relates. In order to illustrate a profit and loss account, let us consider the case of a retail business 
(i.e. a business which purchases goods in their completed state and resells them). This type of 
business usually has straightforward operations and, as a result, the profit and loss account is 
relatively easy to understand. 

The following example sets out a typical format for the profit and loss account of a retail business. 


Hi-Price Stores 
Trading and profit and loss account for the year ended 31 October 20x0 


$ $ 
Sales 232,000 
Less Cost of sales 154,000 
Gross profit 78,000 
Interest received from investments 2,000 
80,000 
Less 
Salaries and wages 24,500 
Rent and rates 14,200 
Heat and light 7,500 
Telephone and postage 1,200 
Insurance 1,000 
Motor vehicle running expenses 3,400 
Loan interest 1,100 
Depreciation — fixtures and fittings 1,000 
Depreciation — motor van 600 
54,500 
Net profit 25,500 
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The first part of the statement is concerned with calculating the gross profit for the period. The 
trading revenues (sales), which arise from selling the goods, produce the first item that appears. 
Deducted from this item is the trading expense (cost of sales), which is the cost of acquiring the 
goods sold during the period. The difference between the trading revenue and trading expense is 
referred to as gross profit. This represents the profit from simply buying and selling goods without 
taking into account any other expenses or revenues associated with the business. This first part of 
the statement, which is concerned with the calculation of gross profit, is referred to as the trading 
account or trading section. The remainder of the statement is referred to as the profit and loss 
account. Hence, the heading of trading and profit and loss account which is shown above. (You may often 
find, however, that the term profit and loss account is used to describe the whole of this statement.) 

Having calculated the gross profit, any additional revenues of the business are then added to this 
figure. In the above example, interest from investments represents an additional revenue. From this 
subtotal of gross profit and additional revenues, the other expenses (overheads) that have to be 
incurred in order to operate the business (salaries and wages, rent and rates, etc.) are deducted. The 
final figure derived is the net profit for the period. This net profit figure represents the wealth 
generated during the period which is attributable to the owner(s) of the business and which will be 
added to their capital in the balance sheet. As can be seen, net profit is a residual — i.e. the amount 
left over after deducting all expenses incurred in generating the revenues for the period. 


The profit and loss account — some further 
aspects 


Having set out the main principles involved in preparing a profit and loss account, some further 
points need to be considered. 


Cost of sales 


Deducing the cost of sales figure, as shown above, can vary between businesses. In some businesses, 
the cost of sales is identified at the time a sale has been made. For example, the more sophisticated 
supermarkets tend to have point-of-sale (checkout) devices which not only record each sale but that 
simultaneously pick up the cost of the particular sale. Businesses that sell a relatively small number 
of high value items (e.g. an engineering business that produces custom-made equipment) also tend 
to match each sale with the cost of the goods sold at the time of the sale. However, some businesses 
(e.g. small retailers) do not usually find it practical to match each sale to a particular cost of sale 
figure as the accounting period progresses. They find it easier to deduce the cost of sales figure at 
the end of the accounting period. 

To understand how this is done it is important to recognise that the cost of sales figure represents 
the cost of goods that were sold during the period, rather than the cost of goods purchased during the 
period. Goods purchased during a period are held as inventory and may not be sold until a later 
period. In order to derive the cost of sales for a period, it is necessary to know the amount of opening 
inventory and closing inventory for the period and the cost of goods purchased during the period. 

The opening inventory for the period plus the goods purchased during the period will represent 
the total goods available for resale. The closing inventory will represent that portion of the total goods 
available for resale that remain unsold at the end of the period. Thus, the cost of goods actually 
sold during the period must be the total goods available for resale less the inventory remaining at 
the end of the period. This calculation is sometimes shown on the face of the trading account as 
follows: 
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$ $ 








Sales 232,000 
Less Cost of sales 

Opening inventory 40,000 

Plus Goods purchased 189,000 

Goods available for sale 229,000 

Less Closing inventory 75,000 

Cost of sales 154,000 
Gross profit 78,000 


The trading account above is simply an expanded version of the earlier trading account for Hi-Price 
Stores using additional information concerning inventory balances and purchases for the year. 


Classification of expenses 


The classification of the revenue and expense items, as with the classification of various assets and 
claims in the balance sheet, is often a matter of judgement by those who design the accounting 
system. In the profit and loss account above, for example, the insurance expense could have been 
included with telephone and postage under a single heading — say general expenses. Such decisions 
are normally based on how useful a particular classification will be to users. 


Activity 3.2 


The following information relates to the activities of H & S Retailers for the year ended 30 April 20x1: 








$ 
Motor vehicle running expenses 1,200 
Rent received from subletting 2,000 
Closing inventory 3,000 
Rent and rates 5,000 
Motor vans 6,300 
Annual depreciation — motor vans 1,500 
Heat and light 900 
Telephone and postage 450 
Sales 97,400 
Goods purchased 68,350 
Insurance 750 
Loan interest payable 620 
Balance at bank 4,780 
Salaries and wages 10,400 
Opening inventory 4,000 


Prepare a trading and profit and loss account for the year ended 30 April 20x1. (Hint: not all items shown 
above should appear on this statement.) 


continues... 
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Your answer to this activity should be as follows: 








H & S Retailers 
Trading and profit and loss account for the year ended 30 April 20x1 
$ $ 
Sales 97,400 
Less Cost of sales 
Opening inventory 4,000 
Purchases 68,350 
72,350 
Closing inventory 3,000 
69,350 
Gross profit 28,050 
Rent received 2,000 
30,050 
Less 
Salaries and wages 10,400 
Rent and rates 5,000 
Heat and light 900 
Telephone and postage 450 
Insurance 750 
Motor vehicle running expenses 1,200 
Loan interest 620 
Depreciation — motor van 1,500 
20,820 
Net profit 9,230 





The two items not included in the profit and loss account are in fact assets (motor vans and cash) and would appear in 


the balance sheet. 


In the case of the balance sheet, we saw that the information could be presented in either a 
horizontal format or a vertical format. This is also true of the trading and profit and loss account. 
Where a horizontal format is used, expenses are listed on the left-hand side and revenues on the 
right-hand side, the difference being either net profit or net loss. The vertical format has been used 
above as it is easier to understand and is now almost always used. 


The reporting period 


We have seen already that for reporting to those outside the business, a financial reporting cycle of 
one year is the norm, although some large businesses will provide a quarterly or half yearly financial 
statement to provide more frequent feedback on progress (often called interim reporting). However, 
for those who manage a business, it is important to have much more frequent feedback on 
performance. Thus, it is quite common for profit and loss accounts to be prepared on a monthly 
basis in order to show the progress made during the year. 


Profit measurement and the recognition of 
revenue 


A key issue in the measurement of profit concerns the point at which revenue is recognised. It is 
possible to recognise revenue at different points in the production/selling cycle and the particular 
point chosen could have a significant effect on the total revenues reported for the period. 
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Activity 3.3 


Can you think of four points in the production/selling cycle at which revenue might be recognised for a 
manufacturing business that sells goods on credit (i.e. where cash is received some time after the 
goods have been passed to the customer)? 





In answering this activity you may have thought of the following: 


¢ when the goods are produced; 

¢ when an order is received from a customer; 

¢ when the goods are delivered to the customer, and accepted by them; 
¢ when the cash is received from the customer. 


A significant amount of time may elapse between these different points. 


The realisation convention in accounting is designed to solve the revenue recognition problem (or at 
least to provide some consistency). This convention states that revenue should only be recognised 
when it has been realised. Normally, realisation is considered to have occurred when: 


e the activities necessary to generate the revenue (e.g. delivery of goods, carrying out of repairs, 
etc.) are substantially complete; 

e the amount of revenue generated can be objectively determined: 

e there is reasonable certainty that the amounts owing from the activities will be received. 


Activity 3.4 


Look back at the various points in the production/selling cycle set out in the answer to the previous 
activity. At which of these points do you think the criteria for realisation will be fulfilled for the 


manufacturing business? 
The criteria will probably be fulfilled when the goods are passed to the customers and are accepted by them. This 


is the normal point of recognition when goods are sold on credit. It is also the point at which there is a legally 
enforceable contract between the parties. 





The realisation convention in accounting means that a sale on credit is usually recognised before the 
cash is ultimately received. Thus, the total sales figure shown in the profit and loss account may 
include sales transactions for which the cash has yet to be received. The total sales figure in the 
profit and loss account will, therefore, be different from the total cash received from sales. 

Not all businesses will wait to recognise revenue until all of the work necessary to generate the 
revenue is complete. A construction business, for example, which is engaged in a long-term project 
such as building a dam, will not usually wait until the contract is complete. To do this would mean 
that no revenue would be recognised by the business until several years after the work first 
commenced. Instead, the business will normally recognise a proportion of the total value of the 
contract when an agreed stage of the contract has been completed. This approach to revenue 
recognition is really a more practical interpretation of the realisation convention, rather than a 
deviation from it. 
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Protit measurement and the recognition of 
expenses 


Having decided on the point at which revenue is recognised, we must now turn to the issue of the 
recognition of expenses. The matching convention in accounting is designed to provide guidance 
concerning the recognition of expenses. This convention states that expenses should be matched to 
the revenues they helped to generate. In other words, expenses must be taken into account in the 
same profit and loss account in which the associated sale is recognised. Applying this convention 
may mean that a particular expense reported in the profit and loss account for a period may not be 
the same as the cash paid in respect of that item during the period. The expense reported may be 
either more or less than the cash paid during the period. Let us consider two examples which 
illustrate this point. 


When the expense for the period is more than the cash paid during the period 


Suppose that sales staff are paid a commission of 2 per cent of sales generated and that total sales 
during the period amounted to $300,000. This will mean that the commission to be paid in respect of 
the sales for the period will be $6,000. Let us say, however, that, by the end of the period, the sales 
commission paid to staff was $5,000. If the business took no action on this and only reported the 
amount paid, it would mean that the profit and loss account would not reflect the full expense for 
the year. This would contravene the matching convention because not all of the expenses associated 
with the revenues of the period would have been matched in the profit and loss account. This will be 
remedied as follows: 


e Sales commission expense in the profit and loss account will include the amount paid plus the 
amount outstanding (i.e. $5,000 + $1,000 = $6,000). 

e The amount outstanding ($1,000) represents a liability and will be included under the heading 
‘accruals’ or ‘accrued expenses’ in the balance sheet. As this item will have to be paid within 
twelve months of the balance sheet date, it will be treated as a current liability. 


Ideally, all expenses should be matched to the sales to which they relate, in the period in which 
they are reported. However, it is often difficult to match closely certain expenses to sales in the same 
way that we have matched sales commission to sales. It is unlikely, for example, that electricity 
charges incurred can be linked directly to particular sales in this way. As a result, the electricity 
charges incurred will normally be matched to the period to which they relate. 

Suppose a business has reached the end of its accounting year and it has only been charged 
electricity for the first three quarters of the year (amounting to $1,900), simply because the electricity 
company has yet to send out bills for the quarter that ends on the same date as the business’s year 
end. In this situation, an estimate should be made of the electricity expense outstanding (i.e. the bill 
for the last three months of the year is estimated). This figure (let us say the estimate is $500) is 
dealt with as follows: 


e Electricity expense in the profit and loss account will include the amount paid, plus the amount of 
the estimate (i.e. $1,900 + $500 = $2,400) in order to cover the whole year. 

e The amount of the estimate ($500) represents a liability and will be included under the heading 
‘accruals’ or ‘accrued expenses’ in the balance sheet. As this item will have to be paid within 
twelve months of the balance sheet date, it will be treated as a current liability. 


The above treatment will have the desired effect of increasing the electricity expense to the ‘correct’ 
figure for the year in the profit and loss account, presuming that the estimate is reasonably accurate. 
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It will also have the effect of showing that at the end of the accounting year, the business owed the 
amount of the last quarter’s electricity bill. Dealing with the outstanding amount in this way reflects 
the dual aspect of the item and will ensure the balance sheet equation is maintained. 


Activity 3.5 


Let us say the estimate for outstanding electricity was correct. How will the payment of the electricity 
bill be dealt with? 


When the electricity bill is eventually paid, it will be dealt with as follows: 





¢ reduce cash by the amount of the bill; 
* reduce the amount of the accrued expense (liability) as shown on the balance sheet. 


If there is a slight error in the estimate, a small adjustment (either negative or positive depending on 
the direction of the error) can be made to the following year’s expense. Dealing with the estimation 
error in this way is not strictly correct, but the amount is likely to be insignificant. 


Activity 3.6 


Can you think of other expenses that cannot be linked directly to sales and where matching will, 
therefore, be done on a time basis? 


You may have thought of the following examples: 





* rent and rates; 

¢ insurance; 

¢ interest payments; 
¢ licences. 


This is not an exhaustive list. You may have thought of others. 


Where the amount paid during the year is more than the full expense for the period 


Suppose a business pays rent for its premises quarterly in advance (on | January, | March, | June and 
1 September) and that, on the last day of the accounting year (say 31 December), it pays the next 
quarter's rent to the following 31 March ($400), which is a day earlier than required. This would mean 
that a total of five quarters’ rent was paid during the year. If the business reports the cash paid in the 
profit and loss account, this would be more than the full expense for the year. This treatment would 
also contravene the matching convention because a higher figure than the expenses associated with 
the revenues of the year appears in the profit and loss account. 
The problem is overcome by dealing with the rental payment as follows: 


e Reduce cash to reflect the full amount of the rent paid during the year (i.e. 5 x $400 = $2,000). 

e Show the rent for four quarters as the appropriate expense in the profit and loss account 
(i.e. 4 x $400 = $1,600). 

e Show the quarter's rent paid in advance ($400) as a prepaid expense on the asset side of the 
balance sheet. 


50 ACCOUNTING: AN INTRODUCTION 


The prepaid expense will appear as a current asset in the balance sheet, under the heading 
‘prepayments . 

In the next period, this prepayment will cease to be an asset and become an expense in the profit 
and loss account of that period. This is because the rent prepaid relates to that period. 

In practice, the treatment of accruals and prepayments will be subject to the materiality convention 
in accounting. This convention states that, where the amounts involved are immaterial (insignificant), 
we should consider only what is expedient. This may mean that an item will be treated as an expense 
in the period in which it is paid, rather than being strictly matched to the revenues to which it 
relates. For example, a business may find that, at the end of an accounting period, there is a bill 
owing for stationery used during the year, of $5. The time and effort involved in recording this as an 
accrual would have little effect on the measurement of profit or financial position for a business of 
any size and so it would be ignored when preparing the profit and loss account for the period. The 
bill would, presumably, be paid in the following period and, therefore, treated as an expense of that 
period. 


Profit and cash 


The foregoing sections on revenues and expenses reveal that revenues do not usually represent cash 
received and expenses are not the same as cash paid. As a result, the net profit figure (i.e. total 
revenue minus total expenses) will not normally represent the net cash generated during a period. It 
is therefore important to distinguish between profit and liquidity. Profit is a measure of achievement, 
or productive effort, rather than a measure of cash generated. Although making a profit will increase 
wealth, we have already seen in the previous chapter that cash is only one form in which that wealth 
may be held. 


Profit measurement and the calculation of 
depreciation 


The expense of depreciation which appeared in the profit and loss account above requires further 
explanation. Non-current assets (with the exception of freehold land) do not have a perpetual 
existence. They are eventually used up in the process of generating revenues for the business. In 
essence, depreciation is an attempt to allocate (measure) that portion of the cost of a non-current 
asset which has been used up in generating the revenues recognised during a particular period. The 
depreciation charge is considered to be an expense of the period to which it relates. 

To calculate a depreciation charge for a period, four factors have to be considered: 


the cost of the asset; 

the useful life of the asset; 

the residual value of the asset; 
the depreciation method. 


The cost of the asset 


This will include all costs incurred by the business to bring the asset to its required location and to 
make it ready for use. Thus, in addition to the costs of acquiring the asset, any delivery costs, 
installation costs (e.g. plant) and legal costs incurred in the transfer of legal title (e.g. freehold 
property) will be included as part of the total cost of the asset. Similarly, any costs incurred in 
improving or altering an asset in order to make it suitable for its intended use within the business 
will also be included as part of the total cost. 
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Activity 3.7 


Dalton Engineering Ltd purchased a new motor car for its marketing director. The invoice received 
from the motor car supplier revealed the following: 














$ $ 

New Holden Vectra 24,000 
Delivery charge 500 
Alloy wheels 660 
Sun roof 200 
Petrol 30 
Registration 500 
Plates 200 

2,090 

26,090 

Trade-in: Commodore 14,000 

Amount outstanding 12,090 

What is the total cost of the new car? 
The cost of the new car will be as follows: 

$ $ 

New Vectra 24,000 
Delivery charge 500 
Alloy wheels 660 
Sun roof 200 
Plates 200 

1,560 

25,560 


These costs include delivery costs and plates as they are a necessary and integral part of the asset. Improvements 
(alloy wheels and sunroof) are also regarded as part of the total cost of the car. The petrol costs and registration 
however, represent a cost of operating the asset rather than a part of the total cost of acquiring the asset and making it 
ready for use, hence these amounts will be charged as an expense in the period incurred (although part of the cost of 
the registration may be regarded as a prepaid expense if the period of the registration goes beyond the end of the 
current financial year). 

The trade-in figure shown is part payment of the total amount outstanding and is not relevant to a consideration of the 
total cost. 


The useful life of the asset 


An asset has both a physical life and an economic life. The physical life of an asset will be exhausted 
through the effects of wear and tear and/or the passage of time. It is possible, however, for the 
physical life to be extended considerably through careful maintenance, improvements, etc. The 
economic life of an asset is determined by the effects of technological progress and changes in 
demand. After a while, the benefits of using the asset may be less than the costs involved. This may 
be because the asset is unable to compete with newer assets or because it is no longer relevant to 
the needs of the business. The economic life of an asset to the business may be much shorter than 
its physical life. For example, a computer may have a physical life of eight years and an economic life 
of three years. It is the economic life of an asset to the business which will determine the expected 
useful life for the purpose of calculating depreciation. Forecasting the economic life of an asset to 
the business, however, may be extremely difficult in practice. Both the rate at which technology 
progresses and shifts in consumer tastes can be swift and unpredictable. 
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Residual value (disposal value) 


When a business disposes of a non-current asset which may still be of value to others, some 
payment may be received. This payment will represent the residual value, or disposal value, of the 
asset. To calculate the total amount to be depreciated with regard to an asset, the residual value 
must be deducted from the cost of the asset. The likely amount to be received on disposal is, once 
again, often difficult to predict. 


Depreciation method 


Once the amount to be depreciated has been estimated, the business must select a method of 
allocating this depreciable amount over the useful life of the fixed asset. Although there are various 
ways in which the total depreciation may be allocated and a depreciation charge for a period derived, 
there are really only two methods which are commonly used in practice. 

The first of these is known as the straight-line method. This method simply allocates the amount 
to be depreciated equally over each year of the useful life of the asset. 


[Example 3.1_| 


To illustrate this method, consider the following information: 


Cost of machine $40,000 
Estimated residual value at the end of its useful life $1,024 
Estimated useful life 4 years 


To calculate the depreciation charge for each year, the total amount to be depreciated must be 
calculated. This will be the total cost less the estimated residual value, i.e. $40,000 — $1,024 = $38,976. Having 
done this, the annual depreciation charge can be derived by dividing the amount to be depreciated by the 
estimated useful life of the asset of four years. The calculation is therefore: 


$38,976/4 = $9,744 


Thus, the annual depreciation charge which appears in the profit and loss account in relation to this asset will be 
$9,744 for each of the four years of the asset's life. 

The amount of depreciation relating to the asset will be accumulated for as long as it is held. This accumulated 
amount will be deducted from the cost of the asset on the balance sheet. Thus, for example, at the end of the 
second year the accumulated depreciation will be $9,744 x 2 = $19,488 and the asset details will appear on the 
balance sheet as follows: 


$ $ 
Machine at cost 40,000 
Less Accumulated depreciation 19,488 
20,512 


The balance of $20,512 shown above is referred to as the written down value or net book value of the asset. It 
represents that portion of the cost of the asset which has still to be written off (or allocated against future 
revenues generated from using the asset). This figure does not represent the current market value, which may be 
quite different. 

The straight-line method derives its name from the fact that the written down value of the asset at the end of 
each year, when graphed against time, will result in a straight line, as shown in Figure 3.1. . 


continues... 
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Figure 3.1 * Graph of written down value against time using straight-line method. 
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The second approach to calculating depreciation for a period is referred to as the reducing balance 
method. This method applies a fixed percentage rate of depreciation to the written down value of an 
asset each year. The effect of this will be high annual depreciation charges in the early years and 


lower charges in the later years. 


Deriving the fixed percentage to be applied requires the use of the following formula: 


P=(I-VR/C}x100% 


Where: P= the depreciation percentage; 
n = the useful life of the assets (in years): 
R = the residual value of the asset; 
C = the cost of the asset. 


The fixed percentage rate will, however, be given in all examples used in this text. 


To illustrate this method let us take the same information used in our earlier example. Let us, 
however, use a fixed percentage (60 per cent) of the written down value to determine the annual 


depreciation charge. The calculations will be as follows: 


Cost of machine 

Year 1 Depreciation charge (60% of cost) 
Written down value (WDV) 

Year 2 Depreciation charge (60% WDV) 
Written down value 

Year 3 Depreciation charge (60% WDV) 
Written down value 

Year 4 Depreciation charge (60% WDV) 
Residual value 


We can see the pattern of depreciation is quite different for the two methods. If we plot the written 
down value of the asset, which has been derived using the reducing balance method, against time, 


the result will be as shown in Figure 3.2. 
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Figure 3.2 * Graph of written down value against time using reducing balance method. 
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| | Activity 3.8 


Assume that the machine used in the example above was owned by a business that made a profit 
before depreciation of $20,000 for each of the four years in which the asset was held. 
Calculate the net profit for the business for each year under each depreciation method and 
comment on your findings. : 





Your answer should be as follows: : 

| : | Straight-line method 
Profit before : 
depreciation 


Depreciation Net profit 


Year 1 
Year 2 
Year 3 
Year 4 


$ 
20,000 
20,000 
20,000 
20,000 


$ 


9,744 


9,744 
9,744 
9,744 
38,976 








$ 
10,256 


10,256 


10,256 
10,256 
41,024 





Reducing balance method 


Profit before 
depreciation 


Depreciation Net profit/ 


(loss) © 


Year 1 
Year 2 
Year 3 
Year 4 


$ 
20,000 
20,000 
20,000 
20,000 


| $ 
24,000 
9,600 
3,840 
1,536 
38,976 





$ 


(4,000) 


10,400 
16,160 
18,464 
41,024 








The above calculations reveal that the straight-line method of depreciation results in a constant net profit figure 
over the four-year period. This is because both the profit before depreciation and the depreciation charge are 
constant over the period. The reducing balance method, however, results in a changing profit figure over time. In 
the first year a net loss is reported and thereafter a rising net profit is reported. 

Although the pattern of net profit over the period will be quite different, depending on the depreciation method 
used, the total net profit for the period will remain the same. This is because both methods of depreciating will 
allocate the same amount of total depreciation over the four-year period. It is only the amount allocated between 
years that will differ. : _. 
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In practice, the use of different depreciation methods may not have such a dramatic effect on 
profits as suggested in the activity above. Where a business replaces some of its assets each year, the 
total depreciation charge calculated under the reducing balance method will reflect a range of charges 
(from high through to low), as assets will be at different points in the replacement cycle. This could 
mean that the total depreciation charge under the reducing balance method may not be significantly 
different to the total depreciation charge that would be derived under the straight-line method. 


Selecting a depreciation method 


How does a business choose which depreciation method to use for a particular asset? The most 
appropriate method should be the one that best matches the depreciation expense to the revenues 
it helped generate. The business may, therefore, decide to undertake an examination of the pattern 
of benefits flowing from the asset. Where the benefits are likely to remain fairly constant over time 
(e.g. buildings), the straight-line method may be considered appropriate. Where assets lose their 
efficiency over time and the benefits decline as a result (e.g. certain types of machinery), the 
reducing balance method may be considered more appropriate. However, other approaches to 
selecting a depreciation method are also used in practice. 

The accountancy profession has developed an accounting standard to deal with the problem of 
depreciation. As we shall see in Chapter 4, the purpose of accounting standards is to narrow the areas 
of difference in accounting between businesses by producing financial reports based on best 
accounting practice. However, the standard provides no clear statement on the suitability of the various 
methods of depreciation available. It simply states that management should select a depreciation 
method that is most appropriate to a particular asset and its use in the business. The standard does, 
however, require that limited companies disclose, in their financial reports, the methods of 
depreciation employed and either the depreciation rates applied or the useful lives of the assets. 

In the case of certain intangible non-current assets such as purchased goodwill and research and devel- 
opment expenditure, determining the correct period over which the benefits extend may be extremely 
difficult. In practice, there are different approaches to dealing with this problem. Some businesses adopt a 
prudent view and write off such assets immediately, whereas others may write off the assets over time. 


Depreciation and the replacement of fixed assets 


A view often heard is that the purpose of depreciation is to provide for the replacement of an asset 
when it reaches the end of its useful life. However, this is not the purpose of depreciation as 
conventionally defined. It was mentioned earlier that depreciation represents an attempt to allocate 
the cost (less any residual value) of an asset over its expected useful life to the business. The 
resulting depreciation charge in each period represents an expense which is then used in the 
calculation of net profit for the period. Calculating the depreciation charge for a period is, therefore, 
necessary for the proper measurement of financial performance and must be calculated whether or 
not the business intends to replace the asset in the future. 


Activity 3.9 


Suppose that a business sets aside liquid funds, equivalent to the depreciation charge each year, with 
the intention of using them to replace the asset at the end of its useful life. 
Will this ensure that there will be sufficient funds available for this purpose? 





No. Even if funds are set aside each year that are equal to the depreciation charge for the year, the total amount 
accumulated at the end of the asset’s useful life may be insufficient for replacement purposes. This may be 
because inflation or technological advances have resulted in an increase in the replacement cost. 
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If there is an intention to replace the asset, the depreciation charge in the profit and loss account 
will not ensure that liquid funds are set aside by the business specifically for this purpose. Although 
the effect of a depreciation charge is to reduce net profit and, therefore, to reduce the amount 
available for distribution to owners, the amounts retained within the business as a result may be 
invested in ways that are unrelated to the replacement of the specific assets. 


Depreciation and judgement 


When reading the above sections on depreciation it may have struck you that accounting is not so 
precise and objective as is sometimes suggested. There are areas where judgement is required, and 


depreciation provides a good illustration of this. 
Activity 3.10 


What kind of judgements must be made to calculate a depreciation charge for a period? 


In answering this activity, you may have thought of the following: 


¢ the cost of the asset (e.g. deciding whether to include interest charges or not); 
¢ the expected residual or disposal value of the asset; 

¢ the expected useful life of the asset; 

¢« the choice of depreciation method. 





Making different judgements on these matters would result in a different pattern of depreciation 
charges over the life of the asset and, therefore, a different pattern of reported profits. However, 
under- or over-estimations that are made in relation to the above will be adjusted for in the final year 
of an asset’s life and so the total depreciation charge (and total profit) over the asset’s life will not be 
affected by estimation errors. 


Profit measurement and the valuation of 
Inventory 


The way in which we measure the value of inventory is important, as the amount of inventory sold 
during a period will affect the calculation of net profit, and the remaining inventory held at the end 
of the period will affect the portrayal of financial position. In the last chapter, we saw that historic 
cost is the basis for valuing assets and so you may think that inventory valuation should not be a 
difficult issue. However, in a period of changing prices, the valuation of inventory can be a problem. 

Consider the example of a business that supplies coal to factories and which has the following 
transactions during a period: 








Tonnes Cost per tonne 
May 1 Opening stock/inventory 1,000 $10 
rs Purchased 5,000 $11 
3 Purchased 8,000 $12 
14,000 
6 Sold 9,000 
Closing stock/inventory 5,000 
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The business must determine the cost of the inventory sold during the period and the cost of the 
inventory remaining at the end of the period. However, it may be difficult to match precisely 
particular purchases with sales. When inventory is acquired, it may enter a common pool and 
become indistinguishable from earlier inventory purchased. In which case, how do we know which 
inventory was sold and which remains? 

Where it is difficult to trace particular inventory movements, or where the costs in doing so 
outweigh the benefits, the solution is often to make an assumption concerning the physical flow of 
inventory through the business. This will enable the business to identify which inventory has been 
sold and which is still being held. The two most common assumptions used are: 


e First in, first out (FIFO), i.e. the earlier inventory held is the first to be sold. 
e Last in, first out (LIFO), i.e. the latest inventory held is the first to be sold. 


These assumptions need not correspond to the actual flow of inventory through the business. They 
simply provide a useful and convenient way of deriving cost figures. 

A further approach to deriving the cost of inventory sold is to assume that inventory entering the 
business lose their separate identity and any issues of inventory reflect the average cost of the 
inventory which is held. Weighted average cost (AVCO) is based on this idea. The weights used in 
deriving the average cost figure are the quantities of each batch of inventory purchased. 

Let us now use the information contained in the example above to calculate the cost of goods 
sold and closing inventory figures for the business. 


First in first out 

The example shows that purchases of 14,000 tonnes were made, that 9,000 tonnes were used up and 
sold, and 5,000 tonnes remained as closing inventory. The question is, what value do we put on the 
9,000 tonnes which is sold, and what value on the closing inventory? Using FIFO, the first 9,000 
tonnes of the purchases are assumed to be those which are sold and the remainder will comprise the 
closing inventory. Thus we have: 





Cost of sales Closing inventory 
No. of Cost per No. of Cost per 
tonnes tonne Total tonnes tonne Total 
$ $ $ $ 
May 1 1,000 10 10,000 
2 5,000 11 55,000 
3 3,000 12 36,000 5,000 12 60,000 
9,000 
Cost of sales 101,000 Closing inventory 60,000 














Last in first out 


Using this approach, the later purchases are assumed to be the first to be sold and the earlier 
purchases will comprise the closing inventory. Thus we have: 








Cost of sales Closing inventory 

No. of Cost per No. of Cost per 
tonnes tonne Total tonnes tonne Total 
$ $ $ $ 

May 3 8,000 12 96,000 
2 1,000 11 11,000 4,000 11 44,000 
1 1,000 10 10,000 
9,000 5,000 

Cost of sales 107,000 Closing inventory 54,000 
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Weighted average cost (AVCO) 
Using this approach, a weighted average cost will be determined which will be used to derive both 
the cost of goods sold and the cost of the remaining inventory held. Thus we have: 








Purchases 

No. of Cost per 
tonnes tonne Total 
$ $ 
May 1 1,000 10 10,000 
2 5,000 11 55,000 
3 8,000 12 96,000 
14,000 161,000 





Average cost= $161,000/14,000 


=o 
Cost of sales Closing inventory 
No. of Cost per No. of Cost per 
tonnes tonne Total tonnes tonne Total 
$ $ $ $ 
9,000 15 103,500 5,000 11.5 57,500 














Activity 3.11 


Suppose the 9,000 tonnes of inventory (coal) was sold for $15 per tonne. 





(a) Calculate the gross profit for the period under each of the three methods. 
(b) What observations concerning the portrayal of financial position can you make about each 
method when prices are rising? 


Your answer should be along the following lines: 


Gross profit calculation 


FIFO LIFO Avco 
$000 $000 $000 
Sales (9,000 @ $15) 135.0 135.0 135.0 
Cost of sales 101.0 107.0 103.5 
Gross profit 34.0 28.0 31.5 

$60.0 $54.0 $57.5 


Closing inventory figure 


The above figures reveal that FIFO will give the highest gross profit during a period of rising prices. This is because 
sales are matched with the earlier (and cheaper) purchases. LIFO will give the lowest gross profit as sales are 
matched against the more recent (and dearer) purchases. The AVCO method will normally give a figure that is 
between these two extremes. 

The closing inventory figure in the balance sheet will be highest with the FIFO method. This is because the cost 
of goods still held will be based on the more recent (and dearer) purchases. LIFO will give the lowest closing 
inventory figure as the goods held in stock will be based on the earlier (and cheaper) inventory purchased. Once 
again, the AVCO method will normally give a figure that is between these two extremes. 
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Activity 3.12 


Assume that prices are falling rather than rising. How would your observations concerning the 
portrayal of financial performance and position be different for the various inventory valuation 
methods? 





When prices are falling, the position of FIFO and LIFO is reversed. FIFO will give the lowest gross profit as sales are 
matched against the earlier (and dearer) goods purchased. LIFO will give the highest gross profit as sales are 
matched against the more recent (and cheaper) goods purchased. AVCO will give a cost of sales figure between 
these two extremes. The closing inventory figure in the balance sheet will be lowest under FIFO as the cost of 
inventory will be based on the more recent (and cheaper) stocks purchased. LIFO will provide the highest closing 
inventory figure and AVCO will provide a figure between the two extremes. 


It is important to recognise that the different inventory valuation methods will only have an effect on 
the reported profit between years. The figure derived for closing inventory will be carried forward and 
matched with sales in a later period. Thus, if the cheaper purchases of inventory are matched to 
sales in the current period, it will mean that the dearer purchases will be matched to sales in a later 
period. Over the life of the business, therefore, the total profit will be the same whichever valuation 
method has been used. 


Inventory valuation — some further issues 


We saw in the previous chapter that the closing inventory figure will appear as part of the current 
assets of the business and that the convention of prudence requires that current assets be valued at 
the lower of cost and net realisable value. (The net realisable value of inventory is the estimated 
selling price less any further costs that may be necessary to complete the goods and any costs 
involved in selling and distributing those goods.) This rule may mean that the valuation method 
applied to inventory will switch each year depending on whether cost or net realisable value is the 
lower. In practice, however, the cost of the inventory held is usually below the current net realisable 
value — particularly during a period of rising prices. It is, therefore, the cost figure that will normally 
appear in the balance sheet. 


Activity 3.13 


Can you think of any circumstances where the net realisable value will be lower than the cost of 
inventory held, even during a period of generally rising prices? 





The net realisable value may be lower where: 


¢ goods have deteriorated or become obsolete; 

¢ there has been a fall in the market price of the goods; 
¢ the goods are being used as a ‘loss leader’; 

¢ bad purchasing decisions have been made. 


The accountancy profession has produced an accounting standard to deal with the issue of inventory 
valuation. This standard supports the lower of cost and net realisable value rule and states that, 
when comparing the cost with the net realisable value, each item of inventory should be compared 
separately. If this is not practical, categories of similar inventory should be grouped together. The 
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standard also identifies a number of methods of arriving at the cost of inventory that are acceptable. 
Although FIFO and AVCO are regarded as acceptable, the LIFO approach is not. As a result, LIFO is 
rarely used in Australia, although it is in widespread use in the United States. 

Inventory valuation and depreciation provide two examples of where the consistency convention 
should be applied. This convention holds that when a particular method of accounting is selected to 
deal with a transaction, this method should be applied consistently over time. Thus, it would not be 
usual to switch from, say, FIFO to AVCO between periods. The purpose of this convention is to try to 
ensure that users are able to make valid comparisons between periods. Where changes of this type 


do occur appropriate disclosures regarding reasons and effect are required. 
Activity 3.14 


Inventory valuation provides a further example of the judgement required to derive the figures for 
inclusion in the financial statements. Can you identify the main areas where judgement is required 
in inventory valuation? 





The main areas are: 


¢ the choice of cost method (FIFO, LIFO, AVCO); 

¢ deciding which items should be included in the cost of inventory (particularly for work-in-progress and the finished 
goods of a manufacturing business); 

¢ deriving the net realisable value figures for inventory held. 


Profit measurement and the problem of bad 
and doubttul debts 


Most businesses sell goods on credit. When credit sales are made, the revenue is usually recognised 
as soon as the goods are passed to, and accepted by, the customer. Recording the dual aspect of a 
credit sale will involve: 


e increasing the sales; and 
e increasing debtors/receivables 


by the amount of the credit sale. 

However, with this type of sale, there is always the risk that the customer will not pay the amount 
due. Where it is reasonably certain that the customer will not eventually pay, the debt is considered 
to be ‘bad’ and this must be taken into account when preparing the financial statements. 


Activity 3.15 


When preparing the financial statements, what would be the effect of not taking into account the 
fact that a debt is bad on the portrayal of financial performance and position? 


The effect would be to overstate the assets (debtors) on the balance sheet and to overstate profit in the profit 
and loss account as the sale (which has been recognised) will not result in any future benefits arising. 
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To provide a more realistic picture of financial performance and position, the bad debt must be 
‘written off’. This will involve: 


e reducing the debtors; and 

e increasing expenses (by creating an expense known as ‘bad debts written off’) by the amount of 
the bad debt. The matching convention requires that the bad debt is written off in the same 
period as the sale that gave rise to the debt is recognised. 


Note that, when a debt is bad, the accounting response is not simply to cancel the original sale. If 
we did this, the profit and loss account would not be so informative. Reporting the bad debts as an 
expense can be extremely useful in the evaluation of management performance. 

At the end of the accounting period, it may not be possible to identify, with reasonable certainty, 
all the bad debts that have been incurred during the period. It may be that some debts appear 
doubtful, but only at some later point in time will the true position become clear. The uncertainty 
that exists does not mean that, when preparing the financial reports, we should ignore the 
possibility that some of the debtors outstanding will eventually prove to be bad. It would not be 
prudent to do so, nor would it comply with the need to match expenses to the period in which the 
associated sale is recognised. As a result, the business will normally try to identify all those debts 
that, at the end of the period, can be classified as ‘doubtful’ (i.e. there is a possibility that they may 
eventually prove to be bad). This can be done by examining individual accounts of debtors or by 
taking a proportion of the total debtors outstanding based on past experience. Once a figure has 
been derived, a ‘provision for doubtful debts’ can be created. This provision will be: 


e shown as an expense in the profit and loss account; and 
e deducted from the total debtors figure in the balance sheet. 


By doing this, we take full account, in the appropriate accounting period, of those debtors for which 
there is a risk of non-payment. This accounting treatment of doubtful debts will be in addition to the 
treatment of bad debts described earlier. The following example illustrates the reporting of bad and 
doubtful debts. 


[_Examote 32 | 


Boston Enterprises has debtors of $350,000 at the end of the accounting year to 30 June 19x9. 
Investigation of these debtors reveals that $10,000 is likely to prove irrecoverable and that recovery of 
a further $30,000 is doubtful. 

Extracts from the profit and loss account would be as shown below. 


Profit and loss account (extracts) for the year ended 30 June 19x9 





$ 
Bad debts written off 10,000 
Doubtful debts expense 30,000 
Balance sheet (extracts) as at 30 June 19x9 
$ 
Debtors 340,000* 
Less Provision for doubtful debts 30,000 
| 310,000 
*(i.e. $350,000 — $10,000) 
continues... 
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The provision for doubtful debts is, of course, an estimate and it is quite likely that the actual amount of 
debts that ultimately prove to be bad will be different from the estimate. Let us say that during the next 
accounting period, it was discovered that $26,000 of the debts that were considered to be doubtful proved 
to be irrecoverable. These debts must now be written off as follows: 


¢ reduce debtors by $26,000; 
¢ reduce provision for doubtful debts by $26,000. 


However, a provision for doubtful debts of $4,000 will still remain. This amount represents an over- 
estimate made when creating the provision in the profit and loss account for the year to 30 June 19x9. As 
the provision is no longer needed it should be eliminated. Remember that the provision was created by 
raising an expense in the profit and loss account for the year to 30 June 19x9. As the expense was too 
high, the amount of the overestimate should be ‘written back’ in the next accounting period. In other 
words, it will be treated as revenue for the year to 30 June 20x0. This will mean: 


¢ reducing the provision for doubtful debts by $4,000; 
¢ increasing revenues by $4,000. 


Ideally, of course, the amount should be written back to the 19x9 profit and loss account. However, it is too 
late to do this. 

In fact it is more likely that the revenue shown above would be seen as an off-set to the doubtful debts 
figure, so could be seen as a reduction in the expense of the next year. 






Clayton Conglomerates had debts outstanding at the end of the accounting year to 31 March 19x7 of < 
$870,000. The chief accountant believed that $40,000 of those debts were irrecoverable and thata _—_ 
further $60,000 were doubtful. In the subsequent period, it was found that an overestimate had been 
made and that only a further $45,000 of debts actually proved to be bad. : , : _ 

Show the relevant extracts in the profit and loss account for both 19x7 and 19x8 to report the bad | 
debts written off and provision for doubtful debts. Also show the relevant balance sheet extract as at 
30 June 19x7. 


Your answer should be as follows: 


Profit and loss account (extracts) = ~ veer ended: 31 March 19x7 : 
os 


Bad debts written off : : : . : | : i | : : - | 40,000 
Doubtful debts expense _. .. : 60,000 
| "Profit and loss account (extracts) for the year ended 31 March 19x8 _ 
Doubtful debts expense writtenback =~ i... =|. - 15,000* 
(a revenue or a reduction in the expense) | 

Balance sheet (extract) as at 31 March 19x7 
Debtors “oe 5 BOON 
ips Provision for doubtful debts _ | _ 60,000 
: . 770,000 


*This figure will usually be netted off against any provision created jor doubtful debts i in respect of 19x8. 
** $870,000 — $40,000 








CHAPTER THREE + MEASURING AND REPORTING FINANCIAL PERFORMANCE 63 








64 


Activity 3.17 


Bad and doubtful debts represent further areas where judgement is required in deriving expenses 
figures for a particular period. What will be the effect of different judgements concerning the amount 
of bad and doubtful debts on the profit for a particular period and on the total profit reported over the 
life of the business? 


Judgement is often required in order to derive a figure for bad debts incurred during a period. There may be situations 
where views will differ concerning whether or not a debt is irrecoverable. The decision concerning whether or not to 
write off a bad debt will have an effect on the expenses for the period and, hence, the reported profit. However, over 
the life of the business, the total reported profit will not be affected as incorrect judgements in one period will be 
adjusted for in a later period. Suppose, for example that a debt of $100 was written off in a period and that, in a later 
period, the amount owing was actually received. The increase in expenses of $100 in the period in which the bad debt 
was written off would be compensated for by an increase in revenues of $100 when the amount outstanding was 
finally received (bad debt recoverable). If, on the other hand, the amount owing of $100 was never written off in the 
first place, the profit for the two periods would not be affected by the bad debt adjustment and would, therefore, be 
different but the total profit for the two periods would be the same. 

The same situation would apply where there are differences in judgements concerning doubtful debts. 


Let us now try to bring together some of the points which we have raised in this chapter through a 
self-assessment question. 


Self-Assessment Question 3.1 


TT Limited is a new business which started trading on 1 January 19x5. The following is a 
summary of transactions which occurred during the first year of trading: 


1. The owners introduced $50,000 of capital which was paid into a bank account opened in the 

| name of the business. 

2. Premises were rented from 1 January 19x5 at an annual rental of $20,000. During the year, rent of 
$25,000 was paid to the owner of the premises. 

3. Rates on the premises were paid during the year as follows: 
¢ For the period 1 January 19x5 to 31 March 19x5, $500. 
¢ For the period 1 April 19x5 to 31 March 19x6, $1,200. 

4. A delivery vehicle was bought on 1 January for $12,000. This is expected to be used in the business 
for four years and then to be sold for $2,000. 

5. Wages totalling $33,500 were paid during the year. At the end of the year, the business owed $630 of 
wages for the last week of the year. 

6. Electricity bills for the first three quarters of the year were paid totalling $1,650. After 31 December 
19x5, but before the accounts had been finalised for the year, the bill for the last quarter arrived 
showing a charge of $620. 


7. Inventory totalling $143,000 was bought on credit. 

8. Inventory totalling $12,000 was bought for cash. 

9. Sales on credit totalled $152,000 (cost $74,000). 
10. Cash sales totalled $35,000 (cost $16,000). 


11. Receipts from trade debtors totalled $132,000. 


continues... 
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12. Payments to trade creditors totalled $121,000. 
13. Vehicle running expenses paid totalled $9,400. 


At the end of the year it was clear that a trade debtor who owed $400 would not be able to pay any part of 
the debt. 
Prepare a balance sheet as at 31 December 19x5 and a profit and loss account for the year to that date. 





Interoreting the profit and loss account 


When a profit and loss account is presented to users it is sometimes the case that the only item with 
which they will be concerned will be the final net profit figure, or ‘bottom line’, as it is sometimes 
called. Although the net profit figure is a primary measure of performance, and its importance is 
difficult to overstate, the profit and loss account contains other information that should also be of 
interest. In order to evaluate business performance effectively, it is important to find out how the 
final net profit figure was derived. Thus, the level of sales, the nature and amount of expenses 
incurred and the profit in relation to sales are important factors in understanding the performance of 
the business over a period. The analysis and interpretation of financial statements is considered in 
detail in Chapter 6. However, it may be useful at this point to consider some of the ways in which 
users will use the information contained within the profit and loss account. 


[Example 3.3_| 


Consider the profit and loss account set out below: 





Patel Wholesalers 
Trading and profit and loss account for the year ended 31 March 19x7 





$ $ 
Sales 460,500 
Less Cost of sales 345,800 
Gross profit 114,700 
Less 
Salaries and wages 45,900 
Rent and rates 15,300 
Telephone and postage 1,400 
Motor vehicle expenses 3,900 
Loan interest 4,800 
Depreciation — Motor vehicle 2,300 
Depreciation — Fixtures and fittings 2,200 
75,800 
Net profit 38,900 


To evaluate performance the following points might be considered: 


¢ The sales figure represents an important measure of output and can be compared with the sales figure of 
earlier periods and the planned sales figure for the current period in order to assess the achievement of the 


business. | 
continues... 
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The gross profit figure can be related to the sales figure in order to find out the profitability of the goods that 
are sold. In the statement shown above we can see that the gross profit is about 25 per cent of the sales figure 
or, to put it another way, for every $1 of sales generated the gross profit is 25c. This level of profitability may 
be compared with past periods, with planned levels of profitability or with comparable figures of similar 
businesses. 

The expenses of the business may be examined and compared with past periods, etc. in order to evaluate 
operating efficiency. Individual expenses can be related to sales to assess whether the level of expenses is 
appropriate. Thus, for example, in the above statement the salaries and wages represent almost 10 per cent of 
sales or, for every $1 of sales generated 10c is absorbed by employee costs. 

Net profit can also be related to sales. In the statement shown above, net profit is about 8 per cent of sales. 
Thus, for every $1 of sales the owners of the business benefit by 8c. Whether or not this is acceptable will 
again depend on making the kind of comparisons referred to earlier. Net profit as a percentage of sales can 
vary substantially between different types of business. There is usually a trade-off to be made between 
profitability and sales volume. Some businesses are prepared to accept a low net profit percentage in return 
for generating a high volume of sales. At the other extreme, some businesses may prefer to have a high net 
profit percentage but accept a relatively low volume of sales. For example, a supermarket may fall into the 
former category whilst a trader in luxury cars may fall into the latter category. 





Self-Assessment Question 3.2 


Chan Exporters provides the following trading and profit and loss account: 


Trading and profit and loss account for the year ending 31 May 19x9 


$ $ 
Sales 840,000 
Less Cost of sales 620,000 
Gross profit 220,000 
Less 
Salaries and wages 92,000 
Selling and distribution expenses 44,000 
Rent and rates 30,000 
Bad debts written off 86,000 
Telephone and postage 4,000 
Insurance 2,000 
Motor vehicle expenses 8,000 
Loan interest 5,000 
Depreciation — Motor vehicle 3,000 
Depreciation — Fixtures and fittings 4,000 
ein 278,000 
Net loss (58,000) 


In the previous year sales were $640,000. The gross profit was $200,000 and the net profit was $37,000. 


Required: Analyse the performance of the business for the year to 31 May 19x9 insofar as the information 
allows. 
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SUMMARY 


In this chapter we have considered the profit and loss account. We have examined the main principles underpinning 
this statement and we have looked at various measurement issues connected with the determination of profit. We 
have seen that the profit and loss account seeks to measure accomplishment during a period, rather than the cash 
generated. Thus, revenues and expenses are not the same as cash received and cash paid and net profit does not 
normally reflect the net cash flows for the period. Although cash flows are important to the assessment of business 
performance, these are dealt with in a separate financial report. 

Although accountants try to be objective when measuring profit, there are certain areas where they have to rely on 
subjective judgement. Three of these areas — depreciation, inventory valuation and bad debts — were examined in 
some detail. We saw that different judgements can lead to quite different profits between years. 

Appendix A to this book (page 337) provides more detail regarding accounting in practice, for those of you who wish 
to study practical issues in more detail. 


REVIEW QUESTIONS 


3.1 ‘Although the profit and loss account is a record of past achievement, the calculations required for certain 
expenses involve estimates of the future.’ What is meant by this statement? Can you think of examples where 
estimates of the future are used? 


3.2 ‘Depreciation is a process of allocation and not valuation.’ What do you think is meant by this statement? 


3.3. What is the convention of consistency? Does this convention help users in making more valid comparisons 
between businesses? 


3.4 ‘An asset is similar to an expense.’ Do you agree? 


EXAMINATION-STYLE QUESTIONS 


3.1 You have heard the following statements made. Comment critically on them. 


(a) ‘Capital only increases or decreases as a result of the owners putting more cash into the business or taking some 
out.’ 

(bo) ‘An accrued expense is one that relates to next year.’ 

(c) ‘Unless we depreciate this asset we will be unable to provide for its replacement.’ 

(d) ‘There is no point in depreciating the factory building. It is appreciating in value each year.’ 


3.2 Singh Enterprises has an accounting year to 31 December. On | January 19x7 the business purchased a machine 
for $10,000. The machine had an expected life of four years and an estimated residual value of $2,000. On | January 
19x8 the business purchased another machine for $15,000. This machine had an expected useful life of five years and 
an estimated residual value of $2,500. On 31 December 19x9 the business sold the first machine purchased for $3,000. 


Required: Show the relevant profit and loss extracts and balance sheet extracts for 19x7, 19x8 and 19x9. 


3.3. The owner of a business is confused and comes to you for help. The financial statements for his business, 
prepared by an accountant, for the last accounting period revealed an increase in profit of $50,000. However, during 
the accounting period the bank balance declined by $30,000. What reasons might explain this apparent 
discrepancy? 


3.4 Spratley Ltd is a builders’ merchant. On 1 September the business had 20 tonnes of sand in stock at a cost of $18 
per tonne and at a total cost of $360. During the first week in September, the business purchased the following 
amounts of sand: 


September Tonnes Cost per tonne 
2 48 $20 
3 30 O22 
& 15 $24 
6 10 $25 


On 7 September the business sold 60 tonnes of sand to a local builder. 
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Required: Calculate the cost of goods sold and the closing inventory figures from the above information using the 
following inventory valuation methods: 

(a) first in, first out: 

(b) last in, first out; 

(c) weighted average cost. 


3.5 The following is the balance sheet of TT Ltd at the end of its first year of trading (from Self-assessment question 3.1): 


TT Limited 
Balance sheet as at 31 December 19x5 
$ $ 
Current Assets 
Cash at bank 750 
Prepaid expenses 5,300 
Trade debtors 19,600 
Inventory 65,000 
90,650 


Non-current assets 

Motor vehicles — cost 12,000 

Depreciation 2,500 
__ 9,500 
100,150 








Current liabilities 
Accrued expenses 1,250 
Trade creditors 22,000 
. | 23,250 


Capital 
Original 50,000 
Retained profit 26,900 
76,900 
100,150 








During 19x6, the following transactions took place: 


1. The owners withdrew capital in the form of cash of $20,000. 
2. Premises continued to be rented at an annual rental of $20,000. During the year, rent of $15,000 was paid to the 
owner of the premises. 
3. Rates on the premises were paid during the year as follows: 
e For the period | April 19x6 to 31 March 19x7, $1,300. 
4. A second delivery vehicle was bought on | January for $13,000. This is expected to be used in the business for 
four years and then to be sold for $3,000. 
5. Wages totalling $36,700 were paid during the year. At the end of the year, the business owed $860 of wages for the 
last week of the year. 
6. Electricity bills for the first three-quarters of the year were paid totalling $1,820. After 31 December 19x6, but 
before the accounts had been finalised for the year, the bill for the last quarter arrived showing a charge of $690. 
7. Inventory totalling $67,000 was bought on credit. 
8. Inventory totalling $8,000 was bought for cash. 
9. Sales on credit totalled $179,000 (cost $89,000). 
10. Cash sales totalled $54,000 (cost $25,000). 
11. Receipts from trade debtors totalled $178,000. 
12. Payments to trade creditors totalled $71,000. 
13. Vehicle running expenses paid totalled $16,200. 


Prepare a balance sheet as at 31 December 19x6 and a profit and loss account for the year to that date. 
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Objectives When you have completed your study of this chapter you should be able to: 
e discuss the nature of the limited company; 


e outline and explain the particular features and restrictions of the owners’ claim, in the 


context of limited companies; 
e describe and explain the statutory rules that surround accounting for limited companies; 


e outline and explain the non-statutory rules that surround accounting for limited 


companies. 
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In Australia and New Zealand many businesses trade in the form of limited companies. In this 
chapter we shall examine the nature of limited companies and how they differ in practical terms 
from sole proprietorships. This will involve us considering the manner in which finance is provided 
by the owners. It will also require us to consider the legal and other rules that surround the way in 
which companies must account to their ‘owners’ and to other interested parties. 

A number of changes to the Australian Corporations Law took place in 1998 (Company Law 


Review Act). The main aim was to simplify company law. 


The nature of limited companies 


A limited company has the legal capacity of a person and a separate legal status from those who own 
and manage it. A company comes into existence as a ‘body corporate’ when it is registered. 
Companies have all the powers of an individual. All Australian companies are created under 
Corporations Law, which is a uniform law that applies throughout the country. The Australian 
Securities and Investments Commission (ASIC) issues a certificate of registration on receipt of a 
properly completed application form. The Corporations Law provides a set of basic rules necessary 
for the internal management of a company. These are known as ‘replaceable rules’. These rules will 
apply to all new companies unless they are modified by provisions in the company’s constitution. 
For many companies these rules will effectively act as their constitution. 

Prior to this recent change, companies were governed by their Memorandum of Association and 
Articles of Association. The Memorandum of Association set out the external relationship of the 
company and included the company name, details of the share capital, nature and extent of the 
liability of the shareholders, and (normally) the objects of the company. The Articles of Association 
set out the regulations for the internal management of the company and include matters such as 
general meetings, voting rights, share transactions, payment of dividends, and the appointment and 
powers of directors. For companies in existence at the time of the new Act the articles and 
memorandum are taken to be their constitution. 

Companies must have at least one ‘owner’, although most have many owners (also known as 
members or shareholders). The ownership of a company is normally divided into a number, 
frequently a large number, of shares each of equal size. Each shareholder owns a minimum of one 
share in the company. 

A limited company is legally separate from those who own and manage it. This fact leads to two 
important features of the limited company: perpetual life and limited liability. 


PERPETUAL LIFE 


The life of the company is not related to the life of the individuals who own or manage it. When an 
owner of part of the shares of the company dies, that person’s shares pass to the beneficiary of his or 
her estate. Shares may be sold by an existing shareholder to another person who wishes to become a 
shareholder. 


LIMITED LIABILITY 


Since the company is a legal person in its own right, it must take responsibility for its own debts and 
losses. This generally means that once the shareholders have paid what they have agreed to pay for 
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the shares, their obligation to the company, and to the company’s creditors, is satisfied. Thus 
shareholders can limit their losses to that which they have paid or agreed to pay for their shares. 
This is of great practical importance to potential shareholders, since they know that what they can 
lose, as part owners of the business, is limited. Contrast this with the position of sole proprietors or 
partners, the owners or part owners of unincorporated businesses. Here there is not the opportunity 
that shareholders have to ‘ring fence’ the assets they choose not to put into the business. 

If a sole proprietary business finds itself in a position where business liabilities exceed the 
business assets, the law gives unsatisfied creditors the right to demand payment out of what the 
sole proprietor had regarded as ‘non-business’ assets. Thus the sole proprietor could lose everything 
— house, car, the lot. This is because the law sees Jill, the sole proprietor, as being the same as Jill the 
private individual. The shareholder, by contrast, can only lose the amount invested (or promised) in 
the company because, by law, the business operated as a limited company, in which Jack owns 
shares, is not the same as Jack himself. This is true even where Jack and his close associates own all 


of the shares in the company. 
Activity 4.1 


We have just said that the fact that shareholders can generally limit their losses to that which they 
have paid or agreed to pay for their shares is of great practical importance to potential shareholders. 

Can you think of any practical benefit to a private sector economy, in general, of this ability of 
shareholders to limit losses? 





Business is a risky venture, in some cases a very risky one. People with money to invest will tend to be more 
content to do so where they know the limit of their liability. This means that more businesses will tend to be 
formed and that existing ones will find it easier to raise additional finance from existing and/or additional part 
owners. This is good for the private sector economy, since businesses will tend to form and expand more 
readily. Thus the wants of society are more likely to be met, and choice offered, where limited liability exists. 


Though limited liability has this advantage to the providers of capital, the shareholders, it is not 
necessarily to the advantage of all others who have a stake in the business. Limited liability is 
attractive to shareholders because they can, in effect, generally walk away from the unpaid debts of the 
company, if the contribution of the shareholders has not been sufficient to meet them. This is likely to 
make any individual or another business, contemplating advancing credit, wary of dealing with the 
limited company. This can be a real problem for smaller, less established companies. For example, 
suppliers may insist on cash payment before delivery. Alternatively, the bank may require a personal 
guarantee from a major shareholder that the debt will be paid before allowing a company trade credit. 
In this latter case, it means that the supplier will circumvent the company’s limited liability status by 
establishing the personal liability of an individual. Larger, more established companies, tend to build 
up the confidence of suppliers. It is mainly to warn individuals and other businesses, contemplating 
dealing with a limited company, that the liability of the owners (shareholders) of that company is 
limited, that this fact must be indicated in the name of the company. As we shall see later in the 
chapter, there are other safeguards for those dealing with a limited company in that the extent to 
which shareholders may withdraw their investment from the company is limited. 

Another important safeguard for those dealing with a limited company is that public companies 
and large proprietory companies must prepare annual financial reports (a profit and loss account, 
balance sheet and statement of cash flows) and directors’ reports. Small proprietory companies do 
not have to prepare and lodge these unless requested by at least 5 per cent of its members or ASIC. 
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Management of companies — the role of 
directors 


A limited company may have legal personality, but it is not a human being capable of making 
decisions and plans about the business and exercising control over it. These management tasks 
must be undertaken by human beings. The most senior level of management of a company is the 
board of directors. 

The shareholders elect directors to manage the company on a day to day basis, on behalf of 
those shareholders. By law there must be at least one director for a proprietary company and three 
for a public company (see below). In a small company, the board may be the only level of 
management and consist of all the shareholders. In larger companies the board may consist of ten 
or so directors, out of many thousands of shareholders. The directors need not even be 
shareholders. Below the board of directors could be several layers of management comprising 
thousands of people. 

Whatever the size of the company, the directors are responsible to the shareholders, and to some 
extent to the world at large, for the conduct of the company. The directors’ term of office is limited 
and they must stand for election at the end of that term if they wish to continue in office. 


Public and proprietary (private) companies 


Several different types of company operate under the Corporations Law. A limited company uses the 
word ‘Limited’ (Ltd) in its name. The two main categories are public and proprietory (private) 
companies. 

Public companies can offer their shares for sale to the general public. Proprietary companies 
cannot. There is no maximum number of shareholders for public companies, so ownership can be 
very widely spread. Many public companies, provided that they meet the requirements of the stock 
exchange, have their shares listed on the exchange, which means that they can be freely traded. This 
means that shareholders can sell their shares at the going market price, or existing shares can be 
purchased. Public companies are more rigorously regulated than proprietary companies. 

Proprietary companies tend to be smaller businesses where the ownership is divided between 
relatively few shareholders who are usually fairly close to one another, for example a family 
company. Numerically, there are more private limited companies in Australia and New Zealand 
than there are public ones. Since the public ones tend to be individually larger, they probably 
represent a much more important group economically. Many proprietary companies are no more 
than the vehicle through which businesses, which are little more than sole proprietorships, 
operate. 

Proprietory companies have the words ‘Proprietary Limited’ (Pty Ltd) in their name. They are 
restricted to no more than fifty (non-employee) shareholders and are restricted in their ability to 
raise money from the public. Proprietary companies generally are less regulated than public 
companies. Small proprietary companies are relieved from many of the reporting requirements of 
large proprietary companies or public companies. A company is deemed to be small if it satisfies at 
least two of the following three requirements: 


e it has consolidated gross operating revenue of less than $10m; 
e its consolidated gross assets at the end of the financial year are less than $5m.: 


e it employs less than 50 employees at the end of the financial year. 
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Capital (owners’ claim) of limited companies 


The owners’ claim of a sole proprietorship is normally encompassed in one figure on the balance 
sheet, usually labelled ‘capital’. With companies, this is usually a little more complicated, though in 
essence the same broad principles apply. With a company the owners’ claim is divided between 
shares (i.e. the original investment), on the one hand, and reserves (i.e. profits and gains 
subsequently made) on the other. Capital and reserves are generally referred to as shareholders’ 
equity. There is also the possibility that there will be shares of more than one type and reserves of 
more than one type. Thus within the basic divisions of share capital and reserves there may well be 
further subdivisions. This probably seems quite complicated. Shortly we shall consider the reasons 
for these subdivisions and all should become clearer. 


THE BASIC DIVISION 


When a company is first formed, those who take steps to form it, usually known as the ‘promoters’ of 
the company, will decide how much needs to be raised by the potential shareholders to set up the 
company with the necessary assets to operate. 


[ Example 4.1 | 4.1 


Let us imagine that several people get together and decide to form a company to operate a particular 
business. They estimate that the company will need $50,000 to obtain the necessary assets to operate 
the business. Between them they raise the cash which they use to buy shares in the company. The 
company issues 50,000 shares at $1 each. 





At this point the balance sheet of the company would be: 


Balance sheet as at 31 March 19x9 








Net assets (all in cash) $50,000 
Shareholders’ equity 

Share capital 

50,000 shares $50,000 





For simplicity, in this and succeeding balance sheets which are being used to illustrate points relating to 
shareholders’ equity, we have simply added together current and non-current assets and deducted external 
liabilities, giving net assets. This figure must equal shareholders’ equity. 

The company now buys the necessary non-current assets and inventory and starts to trade. During the first 
year, the company makes a profit of $10,000. This, by definition, means that the owners’ claim expands by 
$10,000. During the year the shareholders (owners) make no drawings of their capital (such drawings are known 
as dividends when applied to companies), so at the end of the year the summarised balance sheet looks like this: 


Balance sheet as at 31 March 20x0 











Net assets (various assets less liabilities) $60,000 
Shareholders’ equity 
Share capital — 50,000 shares 50,000 
Reserves (retained profits) 10,000 
$60,000 
continues... 
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The profit is shown in a ‘reserve’, known as retained profits. Note that we do not simply add the profit to the 
share capital. We must keep the two amounts separate (to satisfy the Corporations Law). The reason for this is 
that there is a legal restriction on the maximum drawings of capital (or ‘dividends’) that the owners can make. 
This is defined by the amount of distributable reserves, so it is helpful to show these separately. We shall look at 
why there is this restriction, and how it works, later in the chapter. 





SHARE CAPITAL 


Shares represent the basic units of ownership of the business. All companies issue ordinary shares. 
Ordinary shares are the main risk-bearing shares issued by companies. All other claims on the 
business have a higher priority in terms of repayment. The returns obtained by ordinary shareholders 
will be through distributions of profit (known as dividends) or in the form of increases in the value of 
the shares. Under normal circumstances retaining profits is likely to lead to such increases. Until 
recently each share had a value, known as par value, attached to it. The 1998 Company Law Review 
Act eliminated this and shares are deemed to have no par value. 


[ Example 4.2 | 4.2 


Suppose a company wishes to raise $250,000 in cash and issues 250,000 shares at a price of $1 a 
share. 
The resulting balance sheet will be: 











Net assets 

Cash 250,000 
Shareholders’ equity 

Paid-up share capital (250,000 ordinary shares issued at $1) 250,000 








A company can issue partly paid shares. 

Suppose that instead of issuing 250,000 shares at $1, the company decided to raise the $250,000 it needs by 
issuing 500,000 partly paid shares, but asks for (calls) only 50 cents per share now, with the remaining 50 cents 
per share to be called and collected at some future date. 

The result will be: 








Net assets 

Cash 250,000 
Shareholders’ equity 

Share capital (500,000 ordinary shares issued at $1 — called to 50c) 250,000 








The further liability of the shareholders is restricted to 50 cents per share. Once this has been paid, the 
shareholders have no further liability to the company. 

Where calls are unpaid this will be reflected on the balance sheet. If, for example, the call was unpaid on 5,000 
shares, the balance sheet would appear as follows: 








Net assets 

Cash 247,500 
Shareholders’ equity 

Share capital (500,000 ordinary shares issued at $1 — called to 50 cents) 250,000 
Less Calls in arrears (5,000 shares at 50 cents) 2,500 
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Activity 4.2 


Show the balance sheet of a company after each of the following transactions: 


1. The issue of 100,000 shares at an issue price of $2, $1 payable immediately. 
2. After a further call of 50 cents per share. 





The answers are as shown below: 


(1) 
Net assets 
Cash 100,000 








Shareholders’ equity 
Share capital (100,000 ordinary shares issued at $2 — called to $1) 100,000 








(2) 
Net assets 
Cash 150,000 








Shareholders’ equity 
Share capital (100,000 ordinary shares issued at $2 — called to $1.50) 150,000 








Some companies also issue other classes of shares, preference shares being the most common. 
Preference shares usually guarantee that if a dividend is paid, the preference shareholders will be 
entitled to the first part of it up to a maximum value. This maximum is normally defined as a fixed 
percentage of the preference shares. If, for example, a company issues 10,000 preference shares 
issued at $1 each with a dividend rate of 6 per cent, this means that the preference shareholders are 
entitled to receive the first S600 of any dividend which is paid by the company for a year. The profit in 
excess of the preference dividend is the entitlement of the ordinary shareholders, though this 
amount is not necessarily (or even normally) paid out as a cash dividend. Normally, any 
undistributed profits and gains accrue to the ordinary shareholders. Thus the ordinary shareholders 
are the primary risk takers. Their potential rewards reflect this risk. Power normally resides in the 
hands of the ordinary shareholders. Normally, only the ordinary shareholders are able to vote on 
issues that affect the company, such as who the directors should be. One ordinary share normally 
carries with it one vote. 

It is open to the company to issue shares of various classes, perhaps with some having unusual 
and exotic conditions, but it is rare to find other than straightforward ordinary and preference shares. 

Though a company may have different classes of shares whose holders have different rights, within 
each class all shares must be equally treated. The rights of the various classes of shareholders, as 
well as other matters relating to a particular company, are contained in that company’s constitution, 
or in the special resolution approving the issue. 

A company can issue more share capital at a later date. Given that the value of the company (and 
therefore of the shares) is likely to increase over time as profits are retained, the asking price for the 
new shares is likely to be higher than the original asking price. Generally it would be expected that 
new shareholders would buy new shares at a price that would be very close to the current market 
value of the shares. The proceeds will be added to cash and capital. 


CHAPTER FOUR + ACCOUNTING FOR LIMITED COMPANIES t2 









76 


A company issues 100,000 shares on formation at $1 per share. Five years later its balance sheet is as 
shown below: 








Net assets 170,000 
Capital 100,000 
Retained profits 70,000 

170,000 








The current market price of the shares is $2. A further 100,000 shares are issued at market price. 
Show the balance sheet assuming the issue is successful. 


The balance sheet would appear as follows: 








Net assets 370,000 
Capital (200,000 shares) 300,000 (i.e. 100,000 issued at $1 plus 100,000 issued at $2) 
Retained profits 70,000 

370,000 








You need to be clear as to why it is important that any new issues are at a price close to market price. 
Given that the new shareholders have the same rights as the old, it is necessary for the new 
shareholders to ‘buy in’ its share of any increases in value since the initial share purchase. If this 
does not occur then new shareholders will benefit at the expense of the old shareholders. 


[Example 43 | 4.3 


The balance sheet of a company is as follows: 


Net assets 1,500,000 
Capital (1 million shares) 1,000,000 
Retained profits 500,000 

1,500,000 


Assuming that the market value of the shares is the same as the book value would give a share price of $1.50. 
The company wishes to raise an additional $0.6 million of cash for expansion and has decided to raise it by 
issuing new shares. If the shares are issued for $1.50 each, 400,000 shares will need to be issued. This will lead to 
the following balance sheet: 


Net assets 2,100,000 
Capital (1,400,000 shares) 1,600,000 
Retained profits 500,000 

2,100,000 


This should lead to maintenance of the share price at $1.50. 


continues... 
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If the new issue of 400,000 shares was at a price less than $1.50, say $1, the end result would be as follows: 


Net assets 1,900,000 
Capital (1,400,000 shares) 1,400,000 
Retained profits 500,000 


1,900,000 


If we continue our assumption that book value and market value are the same, the market value per share will 
change to 1,900,000/1,400,000 = $1.36 per share. The old shareholders are disadvantaged whereas the new are 
better off. 

In practice the situation is more complicated than this, with book value and market value almost never being 
the same, but the principles remain the same. 





RESERVES 


Reserves are profits and gains that have been made by the company and that still form part of the 
shareholders’ (owners’) claim, because they have not been paid out to the shareholders. Profits and 
gains tend to lead to cash flowing into the company. It might be worth mentioning here that 
retained profits represent the largest source of new finance for Australian companies, more than 
share issues and borrowings combined, for most companies. These ploughed back profits create 
most of the typical company’s reserves. Retained profits can be held in a retained profits account or 
in more general reserve accounts. As well as reserves, the shareholders’ claim consists of share 


capital. 
Activity 4.4 


Are reserves amounts of cash? 


Can you think of a reason why this is an odd question? 


To deal with the second point first, it is an odd question because reserves are a claim, or part of one, whereas 
cash is an asset. So reserves cannot be cash. 


Not all reserves are distributable as a cash dividend. An example might be one in which a company 
revalues (upwards) non-current assets. For example, a company might have property which was 
bought several years ago for $250,000 revalued to reflect its current value of say $400,000. The 
property would be increased by $150,000 and a revaluation reserve will be increased by the same 
amount. It is probably important to note that such capital gains can be distributed if they are the 
result of a bona fide revaluation of all assets, but such distributions are relatively rare. 


BONUS SHARES 


It is always open to the company to take reserves of any kind and turn them into share capital. The 
new shares are known as ‘bonus’ shares as they involve no cost to the shareholders. Issues of bonus 
shares are quite frequently encountered in practice. 
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The summary balance sheet of a company is as follows: 


Balance sheet as at 31 March 1999 





Net assets (various assets less liabilities) $128,000 

Shareholders’ equity 
Share capital 50,000 shares issued at $1 each 50,000 
Reserves 78,000 
$128,000 


The company decides that it will issue, to existing shareholders, one new $1 share for every share owned by 
each shareholder. The balance sheet immediately following this will appear as follows: 


Balance sheet as at 31 March 1999 


Net assets (various assets less liabilities) $128,000 

Shareholders’ equity 
Share capital 100,000 shares issued at $1 each 100,000 
Reserves (78,000 — 50,000) 28,000 
$128,000 





Activity 4.5 


A shareholder of the company in Example 4.4 owned 100 shares in the company before the bonus 
issue. How will things change for this shareholder, as a result of the bonus issue, in regard to the 
number of shares owned and to the value of the shareholding? 






The answer should be that the number of shares will double from 100 to 200. Now the shareholder owns one five- 
hundredth of the company (200/100,000). Before the bonus issue, the shareholder also owned one five-hundredth 
of the company (100/50,000). The company’s assets and liabilities have not changed one bit as a result of the 
bonus issue, so logically one five-hundredth of the value of the company should be identical to what it was before. 
Thus each share is worth half as much, but the shareholder now owns twice as many shares. 





In practice events are not likely to take place with quite the precision implied above. One of the 
arguments used to support a bonus issue is that a reduction in share price might lead to higher 
levels of activity in the market for shares, with the result that the price might not fall as much as 
logic would expect, with the end result being an increase in the market value of the company. Using 
the above example such a result might leave the shares trading at a value slightly higher than 50 per 
cent of the pre-bonus share price. Such a reaction is likely to be short-term as the fundamental value 
of the business is based on future earnings and not on the way shareholdings are split. 

A bonus issue simply takes one part of the owners’ claim (part of a reserve) and puts it into 
another part of the owners’ claim (share capital). 
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Can you think of any reasons why a company might want to make a bonus issue if it Activity 4.6 


has no economic consequence? 


We think that there are probably three possible reasons: 

¢ To lower the value of each share, without reducing the shareholders’ collective or individual wealth. This is 
the same effect as ‘splitting’ and may be seen as an alternative to splitting. : 

- To provide the shareholders with a ‘feelgood factor’. It seems to be believed that shareholders like bonus issues, 
because it seems to make them better off, though in practice it should not affect their wealth. 

¢ Where reserves arising from operating profits and/or realised gains on the sale of non-current assets are used to 
make the bonus issue, it has the effect of taking part of that portion of the owners’ claim which could be drawn by 
the shareholders, as drawings (or dividends), and locking it up. We shall see, a little later in this chapter, that there 
are severe restrictions on the extent to which shareholders may make drawings from their capital. An individual or 
organisation contemplating lending money to the company may insist that the dividend payment possibilities are 
restricted as a condition of making the loan. This point will be explained in a little more detail later. 


RIGHTS ISSUES 


It is quite common for companies that have been established for some time to seek to raise 
additional share capital for expansion, or even to solve a liquidity problem (cash shortage) by issuing 
additional shares for cash. In general, companies usually give existing shareholders the first right of 
refusal on these new shares. So they would be offered to existing shareholders, in proportion to their 
existing holding. Thus existing shareholders are each given the ‘right’ to buy some new shares. Where 
the existing shareholders agree to waive their right the shares would be offered to others. 

The company (i.e. the existing shareholders) would typically prefer that the shares are bought by 
existing shareholders in any case. This is because: 


e the ownership (and, therefore, control) of the company remains in the same hands; and 
e the costs of making the issue (advertising, complying with various corporations law fe Guiteime nis) 
tend to be less if the shares are to be offered to existing shareholders. 


To encourage existing shareholders to take up their ‘rights’ to buy some new shares, those shares are 
virtually always offered at a price below the current market price of the existing ones. Rights to buy 
shares can be sold, so shareholders who do not wish to take up their rights can sell them and benefit 
accordingly. You should note, however, that in the case of proprietary companies, the directors may 
have a discretion to refuse to register transfers. 


In Example 4.3 the point was illustrated that issuing new shares at below their current Activity 4.7 


worth was to the advantage of the new shareholders at the expense of the old ones. 
In view of this, does it matter that rights issues are almost always made at below the current value 
of the shares? 


The answer is that it does not matter in these particular circumstances. This is because, in a rights issue, the 
existing shareholders and the new shareholders are exactly the same people. Not only this, but the new shares 
will be held by the shareholders in the same proportion as they held the existing shares. Thus a particular 
shareholder will be gaining on the new shares exactly as much as he or she is losing on the existing ones. 
Shareholders who do not wish to take up their rights can sell their rights, at a price which is likely to be very 
close to the reduction in the value of their holding (though you should note the point made immediately prior to 
Activity 4.7 regarding transfers). Thus, in the end, no one is better or worse off as a result of the rights issue 
being made at a discount. 
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You should be clear that a rights issue is a totally different thing from a bonus issue. Rights issues 
result in an asset (cash) being transferred from shareholders to the company. Bonus issues involve 
no transfer of assets in either direction. 


TRANSFERRING SHARE OWNERSHIP —- THE ROLE OF THE 
STOCK EXCHANGE 


The point has already been made that shares in companies may be transferred from one owner to 
another without this change of share ownership having any direct impact on the company’s business, 
nor on the shareholders not involved with the particular transfer. With major companies, the desire 
of some existing shareholders to sell their shares coupled with the desire of others to buy those 
shares has led to existence of a formal market in which the shares can be bought and sold. The 
Australian Stock Exchange, and similar organisations around the world, are simply market places in 
which shares in major companies are bought and sold. Prices are determined by the law of supply 
and demand. Supply and demand are themselves determined by investors’ perceptions of the future 
economic prospects of the companies concerned. 


Activity 4.8 


If, as has been pointed out above, the change in ownership of the shares of a particular company does 
not directly affect that company, why would a particular company welcome the fact that the shares are 
traded in a recognised market? 





The main reason is that investors are generally very reluctant to pledge their money, unless they can see some way 
in which they can turn their investment back into cash. In theory, the shares of a particular company may be very 
valuable, as a result of the company having a very bright economic future, but unless this value is capable of being 
realised in cash, the benefit to the shareholders is dubious. After all, you cannot spend shares; you generally need cash. 
This means that potential shareholders are much more likely to be prepared to buy new shares from the company (thus 
providing the company with new finance) where they can see a way of liquidating their investment (turning it into cash). 
The Stock Exchanges provide the means of liquidation. 

Though the buying and selling of ‘secondhand’ shares does not provide the company with cash, the fact that the buying 
and selling facility exists will make it easier for the company to raise new share capital as and when it wishes to do so. 


Long-term loans and other sources of Ttinance 


While we are looking at the role of the company's owners in financing the company, it might be worth 
briefly considering other sources of finance used by companies. Many companies borrow money on a 
long-term basis, perhaps on a ten-year contract. Lenders may be banks and other professional 
providers of loan finance. Many companies raise loan finance in such a way that small investors, 
including private individuals, are able to lend small amounts. This is particularly done by the larger, 
Stock Exchange listed, companies. They do this by making a ‘loan stock’ or ‘debenture’ issue which, 
though large in total, can be taken up in small slices by individual investors, both private individuals 
and investing institutions. In some cases, these slices of loans can be bought and sold through the 
Stock Exchange. This means that investors do not have to wait the full term of the loan to obtain 
repayment, but can sell their slice of the loan, to another would-be lender, at intermediate points in the 
term of the loan. Some of the features of loan financing, particularly the possibility that loan stock may 
be marketable on the Stock Exchange, can lead to a confusion that loan stock are shares by another 
name. You should be clear that this is not the case. It is the shareholders who own the company and, 
therefore, who share in its losses and profits. Loan stock holders lend money to the company under a 
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legally binding contract which normally specifies the rate of interest, the interest payment dates and 
the date of repayment of the loan itself. Usually long-term loans are secured on assets of the company. 
Long-term financing of companies can be depicted as in Figure 4.1 


Figure 4.1 * Sources of non-current (long-term) finance for the typical company. 







Long-term 
finance 





Share Retained Long-term 
issues profits loans 


Companies may also borrow finance on a short-term basis, often from a bank. Most companies buy 
goods and services on one or two months credit, as is normal in business to business transactions. 
This is, in effect, an interest-free loan. | 

It is important to the prosperity and stability of the company that it strikes a suitable balance 
between finance provided by the shareholders (equity) and loan financing. This topic will be 
explored in Chapter 6. 


Restrictions on the rights of shareholders to 
make drawings/reductions of capital 


Limited companies are required by law to distinguish between that part of their capital 
(shareholders’ claim) which may be withdrawn by the shareholders and that part which may not be. 

The withdrawable part is that which has arisen from trading profits and from realised profits on 
the disposal of fixed assets (both on an after-tax basis). This withdrawable element of the capital is 
retained profit. As mentioned earlier, unrealised capital profits as a result of a bona fide revaluation 
of all assets can also be withdrawable. 

The non-withdrawable part normally consists of that which arose from funds injected by 
shareholders buying shares in the company and that which arose from upward revaluations of 
company assets which still remain in the company, and which do not satisfy the conditions for 
distibutability, i.e. share capital and revaluation reserves. In fact many companies treat unrealised 
capital gains as a result of a revaluation as effectively a non-distributable revaluation reserve. 


Can you think why limited companies are required to distinguish different parts of Activity 4.9 


their equity, whereas sole trading businesses are not? 


The reason for this is the limited liability, which company shareholders enjoy, but which owners of 
unincorporated businesses do not. If a sole trader withdraws all of the owner's claim or even an amount in 
excess of this, the position of the creditors of the business is not weakened since they can legally enforce their 
claims against the sole trader as an individual. With a limited company, in which the business and the owners 
are legally separated, such legal right does not exist. However, to protect the company’s creditors the law insists 
that a specific part of the capital of a company cannot legally be withdrawn by the shareholders. 
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The law does not specify how large the non-withdrawable part of a particular company’s capital should 
be, simply that anyone dealing with the company should be able to tell from looking at the company’s 
balance sheet how large it is. In the light of this, a particular prospective lender, or supplier of goods or 
services on credit, can make a commercial judgement as to whether to deal with the company or not. 


[ Example 4.5 | 4.5 


The summary balance sheet of a company is as follows: 


Balance sheet as at 30 June 19x9 








Net assets 
Current and non-current assets less short-term liabilities $43,000 
Shareholders’ equity 
Share capital 20,000 shares issued at $1 each 20,000 
Retained profits 23,000 











A bank has been asked to make a $25,000 long-term loan to the company. If the loan were to be made, 
immediately following, the balance sheet would appear as follows: 


Balance sheet as at 30 June 19x9 











Net assets , 
Current and non-current assets less short-term liabilities (43,000 + 25,000) 68,000 
Less Non-current (long term) liabilities 25,000 

$43,000 

Shareholders’ equity 
Share capital 20,000 shares issued at $1 each 20,000 
Retained profits 23,000 

$43,000 





As things stand, there are net assets to a total balance sheet value of $68,000 to meet the bank’s claim of 
$25,000. It would be possible, however, for the company to pay a dividend of $23,000, perfectly legally. If this 
happened then the balance sheet would appear as follows: 











Net assets 
Current and non-current assets less short-term liabilities (68,000 — 23,000)) 45,000 
Less Non-current liabilities 25,000 
$20,000 
Shareholders’ equity 
Share capital 20,000 shares issued at $1 each 20,000 
Retained profits (23,000 — 23,000) - 
$20,000 








This leaves the bank in a very much weaker position in that there are now net assets with a balance sheet value 
of $45,000 to meet a claim of $25,000. Note that the difference between the amount of the bank loan and the net 
assets always equals the capital and reserves total. The capital represents a ‘margin of safety’ for creditors. The 


larger the amount of the owners’ claim which is withdrawable by the shareholders, the smaller is the potential 
margin of safety for creditors. 
continues... 
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It is important to remember that company law says nothing about how large this margin of safety must be. It 
is left as a matter of commercial judgement of the company concerned as to what is desirable. The larger it is, 
the easier will the company find it to persuade potential lenders to lend and suppliers to supply goods and 
services on credit. 





Activity 4.10 


Would you expect a company to pay out all of its retained profits as a dividend? 
What factors might be involved with a dividend decision? 


it would be very rare for a company to pay all of its revenue reserves as a dividend: a legal right to do so does 
not necessarily make it a good idea. Most companies see ploughed back profits as a major, usually the major, 
source of new finance. 


The factors which influence the dividend decision are likely to include: 


¢ The availability of cash to pay a dividend: it would not be illegal to borrow to pay a dividend, but it would be 
unusual and, possibly, imprudent. 

¢ The needs of the business for finance for investment. 

¢ Possibly a need for the directors to create good relations with investors, who may regard a dividend as a positive 
feature. 


You may have thought of others. 


The law is quite specific that it is illegal, under normal circumstances, for shareholders to withdraw 
that part of their claim which is represented by capital. This means that potential creditors of the 
company know the maximum amount of the shareholders’ claim that can be drawn by the 
shareholders. 

Sometimes a potential creditor may insist that some of the retained profits are converted to 
bonus shares (or ‘capitalised’) to increase the margin of safety, as a condition of granting the loan. 

Perhaps it is worth pointing out, as a practical footnote to the above example, that most potential 
long-term lenders would seek to have their loan secured against a particular asset of the company, 
particularly an asset like freehold property. This would give them the right to seize the specific asset 
concerned, sell it and satisfy their claim, should the company default. Lenders often place 
restrictions or covenants on the borrowing company’s freedom of action, as a condition of granting 
the loan. The covenants typically restrict the level of risk to which the company, and the lender's 
asset, is exposed. 

It is possible for certain preference shares (called redeemable preference shares) to be redeemed. 
Where any such preference shares redeemed are replaced by new shares there is no real problem, as 
the creditors position relative to shareholders is unchanged. However, where preference shares are 
redeemed without any new capital issue there would appear to be a direct contradiction of what has 
been said so far in this section, as the shareholders’ equity would be reduced. It is therefore 
necessary for an amount equivalent to the amount of preference capital redeemed to be transferred 
from retained profits directly to capital, thus maintaining the total capital of the business. Without 
this proviso, it would be possible for unscrupulous directors to redeem capital and pay out retained 
profits, with the result that creditors and lenders would be disadvantaged. 

A company is not allowed to acquire shares in itself. It can, however, buy back shares and cancel 
them, as long as the buy-back does not materially prejudice the creditors. 
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Self-Assessment Question 4.1 


The summarised balance sheet of Bonanza Ltd is as follows: 


Balance sheet as at 31 December 19x9 


Net assets (various assets less liabilities) $235,000 

Shareholders’ equity 
Share capital 100,000 shares issued at $1.30 each 130,000 
Revaluation reserve 37,000 
Retained profits 68,000 
$235,000 


. Without any other transactions occurring at the same time, the company made a one-for-five rights 


share issue at $2 per share payable in cash (all shareholders took up their rights) and, immediately 
after, made a one-for-four bonus issue, at an issue price of $2. 

Show the balance sheet immediately following the bonus issue, assuming that the directors wanted 
to retain the maximum dividend payment potential for the future. 


. Explain what external influence might cause the directors to choose not to retain the maximum 


dividend payment possibilities. 


. Show the balance sheet immediately following the bonus issue, assuming that the directors wanted to 


retain the minimum dividend payment potential for the future. For purposes of questions 3 and 4 
assume that the revaluation reserve is not considered by the company to be distributable as a cash 
dividend. 


. What is the maximum dividend that could be paid before and after the events described in point 1 


above if the minimum dividend payment potential is achieved? 


. Lee owns 100 shares in Bonanza Ltd before the events described in point 1 above. Assuming that the 


net assets of the company have a value equal to their balance sheet value, show how these events will 
affect Lee’s wealth. 


The directors’ duty to account — the role of 
company law 


As we have already seen, it is not usually possible for all of the shareholders to be involved in the 
general management of the company, nor do most of them wish to be involved, so they elect 
directors to act on their behalf. It is both logical and required by company law that directors are 


accountable for their actions in respect of their stewardship of the company’s assets. 


In this context directors of all disclosing entities, all public companies and all large proprietory 
companies are required by law to prepare an annual financial report for the company together with a 
directors’ report. Disclosing entities include companies listed on the Stock Exchange and companies 
raising funds through a prospectus (i.e. public) issue. Small proprietory companies are required to 
do the same if directed to by at least 5 per cent of their shareholders or by ASIC. They are not 
required to prepare formal financial statements or have them audited. They must, however, maintain 


sufficient accounting records to be able to allow annual accounts to be prepared and audited. 
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The annual financial report must include the three financial statements (profit and loss account, 
balance sheet and statement of cash flows) and related notes, and a directors’ declaration covering 
the statement and notes. 

The company must prepare a directors’ report which must include general management 
discussion, including review of operations, details of any significant changes, principal activities and 
changes therein, likely future developments and details of performance relative to environmental 
regulations. It must also include a number of specific things, including details of dividends, names of 
directors, details of options issued to buy further shares, and details of indemnities given. 

When one company owns a controlling interest in another, so that management of the controlled 
company is effectively carried out by the controlling company, ‘consolidated accounts’ are prepared 
in addition to the individual company accounts. The consolidated accounts represent the accounts 
as if both controlling and controlled companies were a single company. More commonly the 
controlling company is referred to as the holding company, and the controlled company as the 
subsidiary. Holding company-—subsidiary company relationships can become quite complex as 
effective control can be obtained by owning a lot less than 100 per cent of the shares of a company. 

The financial report must comply with accounting standards. The directors declaration must state 
that the accounts are ‘true and fair’ and that the company can pay its debts as they fall due. Precisely 
what is meant by ‘true and fair’ is less clear, as our experience in the world to date indicates that 
some flexibility of meaning is common. In general ‘true and fair’ means that the accounts have been 
prepared in accord with generally accepted accounting principles. 

Companies’ financial reports need to be checked by an auditor, and reported on (unless the 
company is a small proprietary company — even then shareholders or ASIC may require an audit). 
The auditors’ report provides a check on the truth and fairness of the statements, and an indication 
as to whether or not the report complies with the Corporations Law. The auditors’ report tends to be 
fairly short and normally includes: 


e the identification of the financial statements covered by the report, together with responsibilities; 

e a statement that the audit (the check) was carried out in accordance with generally accepted 
auditing standards: 

e an opinion section, in which the auditor gives an opinion as to whether or not the financial 
statements present a true and fair view. If the auditor does not think that this is the case the 
report will be ‘qualified’ with a section explaining why, and the extent to which, the statements 
do not comply with generally accepted accounting principles. 


You should note that an audit report gives an opinion but no guarantees. In general, however, 
given the number of legal cases which have been made against auditors, it is true to say that given 
the care and attention to detail that is associated with audit work, an unqualified audit report 
provides reassurance for the investing public. Even qualified reports rarely pose problems when the 
rationale for the qualification is understood. 

Overall, the requirements on the directors of limited companies to report on the activities are 
quite large. Originally, the prime motivation was the provision of a ‘stewardship’ report, in which the 
directors reported to the shareholders on their stewardship of the resources entrusted to them. Over 
the last thirty years the stewardship report has developed into a general purpose report of use to a 
variety of users and potential users such as shareholders, potential shareholders, lenders, creditors, 
employees and environmentalists. 

It must be strongly emphasised that there is absolutely no difference of principle between the 
profit and loss and balance sheet of a company and those of a sole proprietor, which you have 
already met. Company accounts look a bit different in detail, for example, because of the need to 
divide the owners’ claim into categories which are not relevant for sole proprietors. 
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The role of accounting standards in company 
accounting 


Accounting standards are regulations relating to accounting practice, which formalise generally 
accepted accounting principles. They represent an effort to achieve comparability by ensuring universal 
adoption of individual accounting standards. In Australia there are two types of accounting standard: 


e those issued by the accounting profession through the Australian Accounting Research 
Foundation, referred to as Australian Accounting Standards (prefixed by the letters AAS); 

e those referred to as applicable accounting standards, issued by the Australian Accounting 
Standards Board, which apply to reporting entities covered by the Corporations Law (prefixed by 
the letters AASB). 


The first of these do not have legal backing but members of the accounting profession must comply 
with them. The second of these is mandatory for entities covered by the Corporations Law. Where 
there is any conflict AASB standards over-ride AAS standards for entities covered by the 
Corporations Law. Where there is no AASB standard AAS standards normally apply. 

The original aim of accounting standards was to narrow the differences and variety of accounting 
practices by publishing authoritative statements on best accounting practice, which will be definitive 
whenever possible. This continues to reflect the role of accounting standards. 


International accounting standards 


The internationalisation of business has led to a need for some degree of international 
harmonisation of accounting rules. It can no longer be assumed that the potential users of the 
accounts of a company whose head office is in Australia are familiar with Australian accounting 
standards. Whichever user group we care to think of — employees, suppliers, customers, shareholders 
— some members of that group are quite likely to be residents of some other country. It is to be 
expected that the trend towards internationalisation of business will continue. 

These facts have led to the need for international accounting standards and the creation of the 
International Accounting Standards Committee (IASC). The IASC has issued a number of standards, 
but there is a problem. It is difficult to reconcile international differences on accounting procedures, 
which has tended to mean that the international standards have been slow to emerge. They have 
also tended to be fairly permissive of variations in practice. 

Practices in Australia and New Zealand are very similar in the area of standard setting. In 1993 the 
New Zealand Accounting Standards Review Board was set up with the power to approve accounting 
standards that are mandatory. One of its major functions is to liaise with the Australian Accounting 
Standards Board with a view to harmonising financial reporting standards across the two countries. 


The role of the Australian Stock Exchange in 
company accounting 


The Australian Stock Exchange extends the accounting rules for those companies that are listed as being 
eligible to have their shares traded there. These extensions include summarised interim (half year) 
accounts in addition to the statutorily required annual accounts, together with a number of specific 
requirements including things such as takeovers, capital, options and sundry administrative matters. 
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Figure 4.2 illustrates the sources of accounting rules with which listed Australian companies must 
comply. 


Figure 4.2 * Sources of accounting regulation for an Australian company listed on the Australian Stock 
Exchange. 
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Auditors 


Shareholders are required to appoint a qualified and independent person or, more usually, a firm to 
act as auditor (though there is an exception for small proprietary companies). The main duty of 
auditors is to make a report as to whether, in their opinion, the statements do that which they are 
supposed to do, namely, to show a true and fair view and comply with statutory and accounting 
standards requirements. In order to be able make such a statement, the auditors must scrutinise the 
annual accounting statements, prepared by the directors, and the evidence on which they are based. 
The auditors’ opinion must be included with the accounting statements which are sent to the 
shareholders and to ASIC. 

The relationship between the shareholders, the directors and the auditors is illustrated in Figure 4.3. 


Figure 4.3 « The relationship between the shareholders, the directors and the auditors. 
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Figure 4.3 shows that the shareholders appoint the directors to act on their behalf, in the day to day 
running of the company. The directors are required to ‘account’ to the shareholders on the performance, 
position and cash flows of the company, on an annual basis (and on a half-yearly basis for disclosing 
entities). The shareholders also appoint auditors whose role is to give the shareholders an impression of 
the extent to which they can regard the accounting statements prepared by the directors as reliable. 


Self-Assessment Question 4.2 


This question requires you to adjust some figures on a set of company accounts. It should prove 
useful practice of the material which you covered in Chapters 2 and 3 as well as helping you to 
become familiar with the accounts of a company. 

Presented below is a draft set of simplified accounts for Pear Ltd for the year ended 30 
September 19x9. 
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ACCOUNTING: 


Pear Ltd 
Profit and loss account for the year ended 30 September 19x9 
$000s $000s 
Sales 1,456 
Cost of sales 768 
Gross profit 688 
Less Expenses 
Salaries 220 
Depreciation 249 
Other operating expenses 131 
600 
Operating profit 88 
Interest payable 15 
Profit before taxation 73 
Taxation — 35% 26 
Profit after taxation 47 
Balance sheet as at 30 September 19x9 
$000s $000s 
Current assets 
Cash at bank 21 
Trade debtors 182 
Inventory 207 
410 
Non-current assets 
Cost 1,570 
Depreciation (690) 
880 
1,290 
Current liabilities 
Bank overdraft 105 
Tax 26 
Trade creditors 88 
Other creditors _ 20 
239 
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Non-current liabilities 





10% Debentures — repayable 2005 300 
Shareholders’ equity 
Share capital 600 
Retained profit at beginning of year 104 
Net profit for year 47 
751 
1,290 








The following additional information is available: 


1. Depreciation has not yet been charged on office equipment with a written down value of $100,000. 
This class of asset is depreciated at 12 per cent per annum using the reducing balance method. 

2. Anew machine was purchased on credit for $30,000 and delivered on 29 September but has not been 
included in the financial statements. 

3. A sales invoice to the value of $18,000 for September has been omitted from the accounts. (The cost 
of sales is stated correctly.) 

4. Adividend has been proposed of $25,000. 

5. The interest payable on the debenture for the second half of the year has not been included in the 
accounts. 

6. Ageneral provision against bad debts is to be made at the rate of 2 per cent of debtors. 

7. An invoice for electricity to the value of $2,000 for the quarter ended 30 September 19x9 arrived on 4 
October and has not been included in the accounts. 

8. The charge for taxation will have to be amended to take into account the above information. 


Prepare a revised set of financial statements for the year ended 30 September 19x9 incorporating the 
additional information in points 1 — 8 above. 





SUMMARY 


In this chapter we have reviewed the position of limited companies, particularly in the context of accounting. Limited 
companies have their own legal status which leads to many of their peculiarities, including the close attention that the 
law pays to company accounting. There are strict limits on the extent to which companies are allowed to make 
payments to their owners, the shareholders, as ‘drawings’ of capital. The Corporations Law sets out, fairly precisely, 
rules which must be followed in the form and content of the annual accounts. These statutory rules are interpreted 
and augmented by accounting standards, a set of rules established by the AASB. Auditors, who are independent of the 
company, report on whether the directors have fulfilled their statutory duty to prepare accounts which show ‘a true and 
fair view’ of the company’s performance and position. 


REVIEW QUESTIONS 


4.1 How does the liability of a limited company differ from the liability of a real person, in respect of amounts owed 
to others? 


4.2 Some people are about to form a company, as a vehicle through which to run a new business. What are: the 
advantages to them of forming a proprietory company rather than a public company? 


4.3. What is a reserve, in the context of the owners’ claim of a limited company? 
4.4 What is ‘called up share capital’? 
4.5 What is a preference share? 
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EXAMINATION-STYLE QUESTIONS 

4.1 Briefly explain each of the following expressions which you have seen in the accounts of a limited company: 
(a) reserve; 

) rights issue; 

) dividend. 

) debenture; and 

) revaluation reserve. 


4.2 (a) Describe briefly the role played by each of the following in the publication of financial statements for public 
companies: 

(i) the Corporations Law; 

(ii) Accounting Standards; and 

(iii) the Australian Stock Exchange. 

(b) Comment on the differences between the published financial statements of a company and its internal 
management accounts. 


4.3 Comment on the following quotation: 

‘Limited companies can set a limit on the amount of debts that they will meet. They tend to have reserves of cash, as 
well as share capital and they can use these reserves to pay dividends to the shareholders. Many companies have 
preference as well as ordinary shares. The preference shares give a guaranteed dividend. The shares of many 
companies can be bought and sold on the Stock Exchange, a shareholder selling shares can represent a useful source 
of new capital to the company. The auditors are appointed by the directors to check the books and prepare the annual 
accounts. Accounting standards, produced by the government, set out the basic framework for the annual accounts of 
companies. The basic requirement of company accounts is that they should provide “a correct and accurate view” of 
the company’s affairs.’ 


4.4 Rose Limited operates a small chain of retail shops which sell high quality teas and coffees. Approximately half of 
the sales are on credit. Abbreviated and unaudited accounts are given below: 


Rose Limited 
Profit and loss account for the year ended 31 March 19x9 














$000s $000s 
Sales 12,080 
Cost of sales 6,282 
Gross profit 5,798 
Labour costs 2,658 
Depreciation 625 
Other operating costs 1,003 

a 4,286 
Net profit before interest 1512 
Interest payable 66 
Net profit before tax 1,446 
Tax payable 506 
Net profit after tax 940 
Dividend payable 300 
Retained profit for the year 640 
Retained profit brought forward 756 
Retained profit carried forward 1,396 
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Balance sheet as at 31 March 19x9 





$000s $000s 

Current assets 
Cash at bank 26 
Trade debtors 996 
Inventory 1,583 

2,605 
Non-current assets 2,/28 

5,333 
Current liabilities 
Bank overdraft 296 
Tax 506 
Dividends 300 
Trade creditors 1,118 
Other creditors 417 

2,637 
Non-current liabilities 
Secured Loan — repayable 2005 300 
Shareholders’ equity 
Share capital 1,000 
Retained profits 1,396 

a 2,396 
5,333 








Since the unaudited accounts for Rose Limited were prepared, the following information has become available: 


1. An additional $74,000 of depreciation should have been charged on fixtures and fittings. 

2. Invoices for credit sales on 31 March 19x9 amounting to $34,000 have not yet been included; cost of sales is not 
affected. 

3. Bad debts should be provided at a level of 2 per cent of debtors at the year end. 

4. rare which had been purchased for $2,000 was damaged and is now unsaleable. 





5. Fixtures and fittings to the value of $16,000 have been delivered just before 31 March 19x9, but these assets were 
not included in the accounts and the purchase invoice has not been processed. 

6. Wages for Saturday only staff, amounting to $1,000, have not been paid for the final Saturday of the year. 

7. Taxis payable at 35 per cent of net profit. 


Prepare a balance sheet as at 31 March 19x9 and a profit and loss account for the year ended 31 March 19x9 for Rose 
Limited, incorporating the information in points 1 — 7 above. 





| 
CHAPTER FOUR «= ACCOUNTING FOR LIMITED COMPANIES 





- 





| 
| 








njacaves 








© 
> 
sh) 
TS 
ee 
@ 
= 





measuring 
and 

reporting 

cash Ttlows 








When you have completed your study of this chapter you should be able to: 
e discuss the crucial importance of cash to the company; 


e explain the nature of the statement of cash flows and how it can be helpful in 
identifying cash flow problems; 


e prepare a statement of cash flows; 


e interpret a statement of cash flows. 
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Despite the undoubted value of the profit and loss account as a means of assessing the effect on a 
company’s wealth of its trading activities, it has increasingly been recognised that the accruals 
based approach can mask problems, or potential problems, with cash flow, leading to shortages of 
cash. This is principally because large expenditures on such things as non-current assets and 
inventories do not necessarily have an immediate effect on the profit and loss account. Cash is 
important because, in practice, without it no business can operate. Companies are required to 
produce a statement of cash flows as well as the more traditional profit and loss account and 
balance sheet. In this chapter we are going to consider the deficiencies of these traditional 
statements, in the context of assessing cash flow issues. We shall then go on to consider how the 


statement of cash flows is prepared and how it may be interpreted. 


The importance of cash and cash Ttlow 


More simple organisations, like small clubs and other not-for-profit associations, limit their 
accounting activities to a record of cash receipts and cash payments. Periodically (normally 
annually), a summary of all cash transactions for the period is produced for the members. The 
summary would show one single figure for each category of payment or receipt, for example 
membership subscriptions. This summary is usually the basis of decision making for the club and 
the main means of the ‘committee’ fulfilling its moral duty to account to the club members. This is 
usually found to be sufficient for such organisations. 


Activity 5.1 


Most organisations, including many businesses and not-for-profit organisations, do not simply rely on 
a summary of cash receipts and payments, but produce a profit and loss type of statement. 

Can you remember the difference between a receipts and payments statement and an ‘accruals 
based’ profit and loss account? 

Can you think why simple organisations do not feel the need for a profit and loss type of statement? 





The difference between the two is that while a receipts and payments summary confines itself to cash movements, an 
accruals based (i.e. profit and loss type) statement is concerned with movements in wealth. Increases and decreases in 
wealth do not necessarily involve cash. A business making a sale (a revenue) increases its wealth, but if the sale is made 
on credit no cash changes hands, at least not at the time of the sale. Here the increase in wealth is reflected in another 
asset, i.e. an increase in trade debtors. If an item of inventory is the subject of the sale, the business incurs an expense in 
order to make the sale, i.e. wealth is lost to the business through the reduction in inventory. Here an expense has been 
incurred, but no cash has changed hands. There is also the important distinction for profit seeking organisations that the 
participants are going to be very concerned with wealth generation, not just with cash generation. 

For an organisation with any real level of complexity a cash receipts and payments summary would not tell the 
participants all that they would want to know. A so-called ‘accruals based’ statement is necessary. 

A simple club organisation may simply collect subscriptions from its members, perhaps raise further cash from 
activities and spend cash on pursuing the purposes of the club, for example making payments to charity. Here 
everything that accounting is capable of reflecting is reflected in a simple cash receipts and payments statement. The 
club has no inventory. There are no non-current assets. All transactions are for cash, rather than on credit. 

Where clubs and societies are involved with more complicated transactions the accruals based ‘Profit and Loss 
Account’ is generally referred to as an ‘Income and Expenditure Account’ 
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Clearly organisations that are more complicated than simple clubs etc. need to produce a profit and 
loss account which reflects movements in wealth, and the net increase (profit) or decrease (loss) for 
the period concerned. However, prior to 1983, in Australia, there was no need for companies to 
produce any statements to show how funds had been raised or used. It seemed to be believed that 
all that shareholders and other interested parties needed to know, in accounting terms, about a 
company could be taken more or less directly from those statements. This view was based partly on 
the implicit belief that if a company were profitable, then automatically it would have plenty of cash. 
Though in the very long run this is likely to be true, it certainly is not necessarily true in the short to 
medium term. 

In 1991 an accounting standard was introduced that required entities to produce and publish, in 
addition to the profit and loss account and balance sheet, a statement of cash flows which reflects 
movements in cash. 

The reason for this requirement was the increasing belief that, despite their usefulness, the profit 
and loss account and balance sheet do not concentrate sufficiently on liquidity. It was believed that 
the ‘accruals based’ nature of the profit and loss account tended to obscure the question of how and 


where the company was generating the cash which it needs to continue its operations. 
Activity 5.2 


The following is a list of business/accounting events. In each case, state the effect (i.e. increase, 
decrease or no effect) on both cash and profit: 


Event Effect 
On profit On cash 
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You should have come up with the following: 


Event Effect 
On profit On cash 

Repayment of a loan none decrease 
Making a sale on credit increase none 
Buying a non-current asset for cash none decrease 
Depreciating a non-current asset decrease none 
Receiving cash from a trade debtor none increase 
Buying some inventory for cash none decrease 
Making a share issue for cash none increase 


Why is cash so important to businesses that are pursuing a goal which is concerned with 
profit/wealth? Activity 5.2 illustrated the fact that cash and profit do not go hand in hand, so why the 
current preoccupation with cash? After all, cash is just an asset that a business needs to help it to 
function. The same could be said of inventory or non-current assets. 
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The reason for the importance of cash is that people and organisations will not normally accept 
other than cash in settlement of their claims against the business. If a business wants to employ 
people it must pay them in cash. If it wants to buy a new asset to exploit a business opportunity, the 
seller of the asset will normally insist on being paid in cash, probably after a short period of credit, 
usually a month or two. When businesses fail, it is their inability to find the cash to pay claimants 
that really drives them under. These factors lead to cash being the pre-eminent business asset and, 
therefore, the one that analysts and others watch carefully in trying to assess the ability of the 
business to survive and/or to take advantage of commercial opportunities as they arise. 


The statement of cash flows 


The statement of cash flows is, in essence, a summary of the cash receipts and payments over the 
period concerned. All payments of a particular type (e.g. cash payments to acquire additional non- 
current assets) are added together to give just one figure which appears in the statement. The net 
total of the statement is the net increase or decrease of the cash of the business over the period. The 
statement is basically an analysis of the business’s cash movements for the period. 


The layout of the statement of cash flows 


The standard layout for the statement in Australia is as follows: 


XYZ Limited 
Statement of cash flows for the financial year ended 30 June 19x9 


Cash flows from operating activities 
Receipts from customers 
Payments to suppliers and employees 
Dividends received 
Interest received 
Interest paid 
Income taxes 
Net cash provided by operating activities x 


x mr we KR 


Cash flows from investing activities 
Payments for non-current assets 
Proceeds from sale of non-current assets 
Net cash used in investing activities x 


IX x 


Cash flows from financing activities 
Proceeds from issue of shares 
Proceeds from borrowings 
Repayment of borrowings 
Dividends paid 
Net cash used in financing activities x 


xX x xX & 


Net increase (decrease) in cash held 


Ix 


Cash at the beginning of the financial year 


Ix 


Cash at the end of the financial year 


ix 


The headings in italics are the primary categories into which cash payments and receipts for the 
period must be analysed. 
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e Cash flows from operating activities. This is the net inflow from operations. It is equal to the sum of 
cash receipts from trade debtors (and cash sales where relevant) less the sums paid to buy 
inventory, to pay rent, to pay wages etc. Note that it is the amounts of cash received and paid, 
not the revenues and expenses, which feature in the cash flow statement. It is, of course, the 
profit and loss account that deals with the expenses and revenues. 

e Cash flows from investing activities. This part of the statement is concerned with cash payments made 
to acquire additional non-current assets and cash receipts from the disposal of such assets. 
These non-current assets could be tangible assets such as plant and machinery, or such things as 
loans made by the business or shares in another company bought by the business. 

e Cash flows from financing activities. This part of the statement is concerned with financing the 
business, except to the extent of trade credit and other very short-term credit. So we are 
considering borrowings (other than very short-term) and finance from share issues. This category 
is concerned with repayment/redemption of finance as well as the raising of it. 

e Net increase in cash held. Naturally the total of the statement must be the net increase or decrease 
in cash over the period covered by the statement. 


Under normal circumstances we would expect (or at least hope) that the cash flows from operations 
would be positive. Given that the cash flows will not include non-cash expenses such as depreciation the 
cash flow from operations would normally be higher than the profit recorded. Interest receipts and pay- 
ments are separately identified as are tax payments. Companies pay tax on profits, so the cash flow 
would be from the company to the tax authority, where the company is profitable. There would not 
normally be a cash outflow where the company is not profitable. Where a company makes a trading loss 
following a period of having paid tax on profits, it would be entitled to set the current loss against past 
profits and obtain a refund of past tax paid as a result. Thus, there might be a positive cash flow from 
taxation. The cash flow from operating activities enables users to get a reasonable understanding of the 
trends over the years and hence likely sustainability in the future. Given that a high proportion of the 
funding for expansion comes from retained profits — which is approximately the cash flow from operating 
_activities less dividends — a full understanding of the cash flow from operating activities is important. 

The section on investing activities needs to be linked with the other two sections, in that we would 
normally expect long-term assets to be paid for (funded) by either operations or other financing. Of 
course sometimes asset sales can fund further asset purchases. Because most types of fixed asset 
wear out and because companies tend to seek to expand their asset base, the normal direction of 
cash in this area is out of the company, i.e. negative. 

The section on financing enables us to understand what cash has been raised and repaid in 
financing transactions. Normally a company would pay out more to service its finance that it receives 
from financial investments (loans made and shares owned) which it has itself made. Financing can 
go in either direction, depending on the financing strategy at the time. Since companies seek to 
expand, there is a general tendency for this area to be associated with cash coming into the business 
rather than leaving it. 

Comparison of cash flow statements over time enables us to identify trends and facilitates 
comparison with other companies. 


Assume that last year’s statement of cash flows for (say) Angus Ltd showed a Activity 5.3 


‘negative’ cash flow from operating activities. 
What could be the reason for this and should the company’s management be alarmed by it? 


continues... 
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We think that there are two broad possible reasons for a negative cash flow. 


1. The company is unprofitable. This leads to more cash being paid out to employees, suppliers of goods and services 
etc. This would be particularly alarming because a major expense for most companies is depreciation of fixed 
assets. Since depreciation does not lead to a cash flow, it is not considered in cash flow from operating activities. 
Interest paid on any money borrowed by the company would also not be included here because it is taken into 
account under financing activities. Thus a negative operating cash flow might well indicate a very much larger 
negative trading profit, i.e. a significant loss of the company’s wealth. 

2. The other reason might be less alarming. A business that is expanding its activities (level of sales) would tend to 
spend quite a lot of cash, relative to the amount of cash coming in from sales. This is because it will probably be 
expanding its inventory holdings to accommodate the increased demand. In the first instance, it would not 
necessarily benefit, in cash flow terms, from all of the additional sales. Normally, a business may well have to have 
the inventory in place first before additional sales could be made. Even when the additional sales are made, the 
sales would normally be made on credit, with the cash inflow lagging behind the sale. This is particularly likely to 
be true of a new company which would be expanding inventories, debtors etc., from zero. Expansion typically 
causes cash flow strains for the reasons just explained. This can be a particular problem because the company’s 
increased profitability might encourage a feeling of optimism which could lead to necessary concern not being 
shown for the cash flow problem. 


Preparation of the statement of cash flows -— 
a simple example 


Given that the emphasis of this book is on users rather than preparers, a section on preparation of a 
statement of cash flows might seem redundant. However, a broad understanding of the issues faced 
by accountants in preparation of such a statement will provide you with a better understanding of 
the statement itself. With this in mind we shall use Example 5.1 to illustrate the preparation of a 
cash flow statement. 





Profit and loss account for the year ended 31 December 19x6 


$ million $ million 

Sales 100 

Cost of sales _60 

Gross profit 40 
Depreciation 5 
Interest payable % 
Other expenses a 

_25 

Net profit before tax 15 

Tax 5 

Profit after taxation 10 

Retained profit brought forward from last year mi!) 

40 

Proposed dividend on ordinary shares _20 

Retained profit carried forward _20 


continues... 
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Balance sheet as at 31 December 19x5 and 19x6 


19x5 19x6 
$ million $ million 
Current assets 
Cash at bank and in hand 12 5 
Debtors se 20 
Inventory 22 _30 
Ag 5B 
Non-current assets 
Land and buildings 50 60 
Plant and machinery — cost 40 50 
— accumulated depreciation (10) (15) 
80 95 
Total assets 129 150 
Current liabilities 
Trade creditors 10 15 
Income tax 4 5 
Dividend proposed _15 _20 
29 40 
Non-current liabilities 
Debenture loans _20 _25 
Shareholders’ equity 
Paid up ordinary capital 50 65 
Retained profits _30 _20 
80 85 
Total claims 129 150 





During 19x6, the company spent $10m on additional land and buildings and $10m on additional 
plant and machinery. There were no other non-current asset acquisitions or disposals. A new issue of 
shares occurred. 


Deducing ‘Cash flows from operating activities’ 


The first category of cash flow that appears in the statement, and the one which is typically the most 
important for most companies, is the cash flow from operations. 

Basically this requires an analysis of the cash records of the business for the period, picking out 
all payments and receipts relating to operating activities. These are summarised to give the net 
figure for inclusion in the cash flow statement. You should remember that the layout for the 
‘operating’ section is as shown below. 


Cash flows from operating activities 
Receipts from customers 
Payments to suppliers and employees 
Dividends received 
Interest received 
Interest paid 
Income taxes 
Net cash provided by operating activities x 


xX KX KX KX K XK 
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The first stage is to calculate the receipts from customers. Basically, we would expect the following 
relationship to be true: 


Opening balance of debtors 
plus sales for the period 
gives the amount we might expect to receive for the year 


x IX x 


This amount either has been received or has not been received (in which case it will be reflected in a 
figure for debtors at the end of the period). Hence cash received from customers can be calculated as 
follows: 


Opening balance of debtors 

plus sales for the period 

gives the amount we might expect to receive for the year 
less closing balance of debtors (the amount not received) 
equals the cash received from customers 


xX IX XK xX x 


Using the figures from Example 5.1 we have: 


Opening balance of debtors 15 
plus sales for the period 100 
gives the amount we might expect to receive for the year 115 
less closing balance of debtors _20 
equals the cash received from customers 95 


The same kind of approach can be use to calculate payments to suppliers and employees, although the 
process is generally a little more complicated. 
The calculation of payments relating to creditors for inventory purchases, can be derived as follows: 


Opening balance of creditors 

plus purchases of inventory for the period 

gives the amount of we might expect to pay for the year 
less closing balance of creditors (the amount unpaid) 
equals the cash paid to creditors 


IX IX xX IX xX 


However, this requires knowledge of the purchases figure. The purchases figure can be derived as follows: 


Opening inventory x 
plus purchases xX 
equals the amount available for sale x 
less closing inventory (the amount unsold) x 
equals the cost of sales (the cost of the amount sold) x 
Using Example 5.1, inserting the known figures, we get: 
Opening inventory 22 
plus purchases X 
equals the amount available for sale 22 +X 
less closing inventory (the amount unsold) 30 
equals the cost of sales (the cost of the amount sold) 60 


We can calculate the figure for purchases (x) by solving the equation 22 + x — 30 = 60, sox = 60 + 30- 
22 = 68. 


This figure can then be inserted in the earlier table relating to creditors. 
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Opening balance of creditors 10 


plus purchases of inventory for the period 68 
gives the amount of we might expect to pay for the year 78 
less closing balance of creditors 15 
equals the cash paid to creditors 63 


Payments relating to other expenses may be presumed to have been paid in cash, as they reflect 
expenses of the year and there are no prepayments or accruals at either the beginning or end of the 
year. Depreciation will not involve a cash outflow. 

The next few lines, namely dividends received, interest received and interest paid, are usually fairly 
straightforward. With regard to payments of tax, we have already flagged that the actual payment of 
tax tends to lag behind profits, so we would expect payments in the current year to reflect last year’s 
(possibly adjusted) tax liability. In the case of Example 5.1 it should be clear that the balance sheet 
figure for tax due at the end of 19x5 will have been paid in 19x6, and the amount included against 
profit for 19x6 remains outstanding at the end of 19x6, presumably to be paid in 19x7. 


The ‘operating’ section can now be completed for Example 5.1 as follows: 


Cash flows from operating activities 


Receipts from customers 95 
Payments to suppliers and employees 
(63 + other expenses of 17) (80) 


Dividends received 
Interest received - 
Interest paid (3) 


Income taxes (19x5 liability) (4) 
Net cash provided by operating activities 8 


Deducing ‘Cash flows from investing activities’ 
The basis of this section is as set out below: 


Cash flows from investing activities 


Payments for non-current assets x 
Proceeds from sale of non-current assets X 
Net cash used in investing activities x 


We clearly need to know how much has been spent on non-current assets, and any sale proceeds relating 
to non-current asset sales. In Example 5.1 we are told that the company spent $10m on additional land and 
buildings and $10m on additional plant and machinery. We were also told that there were no other non- 
current asset acquisitions or disposals. The ‘investing’ section for Example 5.1 would appear as follows: 


Cash flows from investing activities 
Payments for non-current assets (10 + 10) (20) 
Proceeds from sale of non-current assets = 
Net cash used in investing activities (20) 


Deducing ‘Cash flows from financing activities’ 
The basis of this section is as set out below: 


Cash flows from financing activities 
Proceeds from issue of shares 
Proceeds from borrowings 
Repayment of borrowings 
Dividends paid 
Net cash used in financing activities x 


xX Kx xX xX 
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A comparison of the opening and closing capital figures should enable us to calculate the amount 
of new share capital issued. In the case of Example 5.1 we find that ordinary share capital increased 
by $15m (50 to 65) over the year. 

A comparison of the long-term liabilities at the beginning and end of the year should provide an 
indication of the net cash flows from borrowings. In the case of Example 5.1 it is assumed that there 
was new borrowing of $5m as the loans figure increased by that amount over the year. 

With regard to dividends, we would usually expect final dividends for the year to be shown as a 
current liability in the year-end balance sheet, and to be paid early in the following year. In Example 
5.1 this means that the $15m dividends proposed at the end of 19x5 will be paid in 19x6. The 
proposed dividends shown in the profit and loss account for the year ended 30 June 19x6 are also 
shown as outstanding in the year-end balance sheet, so clearly cannot have been paid. 

The ‘financing’ section can now be completed for Example 5.1 as follows: 


Cash flows from financing activities 
Proceeds from issue of shares 18 
Proceeds from borrowings 
Repayment of borrowings ~ 
Dividends paid (15) 
Net cash used in financing activities 5 


Putting the above sections together enables us to complete the statement of cash flows for Example 
5.1 as follows: 


Cash flow statement for the year ended 30 June 19x6 


$ million $ million 
Cash flows from operating activities 

Receipts from customers 95 
Payments to suppliers and employees 

(63 + other expenses of 17) (80) 
Dividends received = 
Interest received _ 
Interest paid (3) 
Income taxes (19x5 liability) (4) 
Net cash provided by operating activities 8 


Cash flows from investing activities 
Payments for non-current assets (10 + 10) (20) 
Proceeds from sale of non-current assets - 
Net cash used in investing activities (20) 


Cash flows from financing activities 
Proceeds from issue of shares 15 
Proceeds from borrowings 5 
Repayment of borrowings ~ 
Dividends paid (15) 
Net cash used in financing activities = 


Net decrease in cash for the year (7) 
Cash at the beginning of the financial year 12 


Cash at the end of the financial year _5 


A legitimate question to ask is ‘what does this statement add?’ 
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Chapter 6 deals specifically with financial analysis. However, the statement of cash flows should 
be linked with this analysis, with the following points being relevant. The statement clearly shows 
that cash decreased by $7m over the course of the year, and it clearly identifies the factors that 
contributed to this decrease. This enables users of the financial reports to assess efficiency relative 
to liquidity management. The following points might be considered and questions asked: 


Is a decline in cash resources to $5m acceptable? 

Does it pose any problems regarding liquidity in the future? 

Will it signal any problem with credit worthiness/credit ratings? 

The cash flow from operating activities is positive, but is it enough? Could it be increased? 

S20m has been spent on new non-current assets. 

S15m has been raised by a new share issue. 

S5m has been borrowed. 

Rather strangely, $15m of dividends has been paid out, a figure that is higher than the after tax 
profit for the year. The logic of this should be questioned given that a new share issue has been 
made. Normally new asset purchases (investing activities) are associated with similar sized 
inputs in the financing section. The dividends payment appears to be something of an 
aberration. 

e The impact of the new shares on control of the company needs consideration. 


Consideration of the balance sheets also raises further questions, which should be reinforced after 
study of Chapter 6: 


e Debtors have increased by one third or $5m — is this increase justified relative to sales, or is it 
the result of tighter trading conditions or inefficient debt collection and credit policy? 

e Inventory has increased by just over one third or $8m — is this justified, or does it reflect poor 
inventory control? 

e Creditors have increased by 50 per cent or $5m. To some extent this may offset the increase in 
inventory. It could also reflect a lengthening of the time that it takes the business to pay its 
debts. Whether the new time is appropriate is a question that needs to be addressed in the 
context of the industry. 


The cash flow statement enables the major liquidity issues to be identified. 


Reconciling cash from operations with 
operating profit 


The accounting standard also requires a note that reconciles the net operating profit or loss after tax 
with the cash flows from operating activities. The reconciliation is broadly as follows: 


Operating profit after tax x 
add non-cash expenses 
e.g. depreciation/bad debts etc. x 
adjust for changes over the period in current assets/current liabilities 
inventory x/(x) 
debtors x/(x) 
creditors x/(x) 
prepayments and accruals x/(x) 
tax due x/(x) 
equals the cash flow from operations ._.¥ 
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This reconciliation is based on the following logic. 

The starting point is the operating profit after income tax. Broadly, we would expect sales to give 
rise to cash inflows and expenses to give rise to outflows, so our starting point is with operating 
profit. 

We have already seen that this relationship does not follow precisely within a particular 
accounting period. It is not strictly true that net profit equals the net cash inflow from operating 
activities. Referring back to Example 5.1 we saw that there was a difference between the sales figure 
in the profit and loss account and the cash received from customers calculated as follows: 


Opening balance of debtors 15 
plus sales for the period 100 
gives the amount we might expect to receive for the year 115 
less closing balance of debtors _20 
equals the cash received from customers _95 


Put another way, the cash from customers can be arrived at as follows: 


Sales for the period | 100 
less the increase or plus the decrease in debtors over the year _(5) 
Cash received from customers 95 


An increase in debtors over the year means that the cash received will be less than the amount 
included as revenue over the year, by the amount of the increase. A reduction in debtors over the 
year means that the cash received will be greater than the amount included as revenue over the year, 
by the amount of the decrease. 

Basically the debtors figure is affected by sales and cash receipts. It is increased when a sale is made 
and decreased when cash is received from a debtor. If, over the year, the sales and the cash receipts had 
been equal, the debtors figures would have remained the same. Since the debtors figure increased it must 
mean that less cash was received than the figure for sales included in the profit and loss account. Thus 
the cash receipts from sales must be $95m (i.e. 100 — (20 — 15)). Put slightly differently, we can say that 
as a result of sales, assets of $100m flowed into the business during the year. If $5m of this went to 
increasing the asset of trade debtors, this leaves $95m which went to increase cash. 

The same general point is true in respect of nearly all of the other items that are taken into 
account in deducing the operating profit figure. The exception is depreciation. This is not necessarily 
associated with any movement in cash during the accounting period. 

Using Example 5.1 we see that this would result in a reconciliation as shown below: 


$ million 
Operating profit after tax 10 
Depreciation 5 
Increase in inventory (8) 
Increase in debtors (5) 
Increase in creditors 5 
Increase in tax payable a 
Net cash flow provided by operating activities _8 


The net cash inflow of $8m from operating activity is the same as was shown on the statement of 
cash flows. 

Basically this reconciliation starts with the assumption that the net profit equals the cash 
generated. We know that this is not true. It is not true because certain things happen that prevent it 
being true. These things are: 
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e Depreciation does not involve a cash outflow, so the cash flow from operations will be higher 
than the net profit by the amount of the depreciation. 

e Any increase in current assets (debtors, prepayments or inventory) must mean that more has 
been spent on such assets over the course of the year, so an increase in such assets over the year 
can be seen as representing a drain of cash. Any decrease in these means that these assets have 
been used up, without the need for a cash outflow, so reductions represent an effective increase 
in cash flow. 

e Any increase in current liabilities (creditors and accruals) must mean that less has been paid out 
over the course of the year than might have been expected on the basis of the expenses included 
in the profit and loss account. This means that an increase in such liabilities over the year can be 
seen as representing an effective increase in cash flow, over and above those included from 
profit. Any decrease in these means that these liabilities have been paid off, representing an 
effective cash outflow. 


All of this means that, if we take the operating profit for the year, add back the depreciation charged 
in arriving at that profit and adjust this total by movements in inventory, debtors, creditors, and any 
prepayments and accruals we have the effect of operations on cash. 


Activity 5.4 


The relevant information from the accounts of Dido Ltd for last year is as follows: 


$ million 
Sales 500 
Cost of sales 300 
Depreciation 34 
Other expenses 44 
Net operating profit 122 
At the beginning of the year 
Inventory 15 
Debtors 24 
Creditors 18 
At the end of the year 
Inventory 17 
Debtors 21 
Creditors 19 
Prepare: 


1. a statement of cash flow from operating activities; 


2. astatement reconciling the net operating profit with the cash flow from operating activities. 


Workings for the cash flow statement 


Cash received from customers 


Opening balance of debtors 24 
plus sales for the period 500 
gives the amount we might expect to receive for the year 524 
less closing balance of debtors 2 
equals the cash received from customers 503 
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Cash paid to suppliers etc. 


Opening balance of creditors 18 
plus purchases of inventory for the period (see below) 302 
gives the amount of we might expect to pay for the year 320 
less closing balance of creditors _19 
equals the cash paid to creditors 301 
Calculation of purchases figure 

Opening inventory 15 
plus purchases x 
equals the amount available for sale x+15 
less closing inventory — the amount unsold _ il 
equals the cost of sales — the cost of the amount sold 300 


Therefore 15 + x — 17 = 300 or x = 300 + 17 - 15 = 302. 


Cash flows from operating activities 


Receipts from customers 503 
Payments to suppliers and employees 

(301 + other expenses of 44) (345) 

Net cash provided by operating activities 158 
The reconciliation is as follows: 

$ million 
Net operating profit 122 
Add Depreciation 34 
Net inflow of working capital from operations 156 
Less Increase in inventory _2 
154 

Add Decrease in debtors 3 
Increase in creditors _} 4 
Net cash inflow from operating activities 158 


Thus, the net increase in working capital was $156m. Of this, $2m went into increased inventory. More cash was 
received from debtors than sales were made and less cash was paid to creditors than purchases were made of goods 
and services on credit. Both of these had a favourable effect on cash. 


In many ways the reconciliation provides more useful information than the cash flow statement. 
Cash can be positively or negatively affected by changes in working capital. These are not well 
highlighted in the statement of cash flows. The reconciliation focuses on them. Certainly inefficient 
working capital management can more easily be identified by the reconciliation. 

It is interesting to note that the Australian standard is slightly different to the British one, which 
permits a so called ‘indirect’ method to be used to show operating flows. This ‘indirect’ method uses 
effectively the above reconciliation. 


Preparation of the statement of cash flows — a 
more complicated example and further problems 


Further problems are discussed in the next section, some of which are based around the following 
example. 
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Torbryan Ltd’s profit and loss account for the year ended 31 December 19x6 and the balance 
i i as at 31 December 19x5 and 19x6 are as follows: 


| Torbryan Ltd 

| Profit and loss account for the year ended 31 December 19x6 
| 
| 
| 





$ million $ million 
Sales 591 
Cost of sales 307 
Gross profit 284 
vere expenses (including depreciation of $79m) 91 
193 
Other operating income 21 
| 214 
iis aaa receivable (and similar income) _= 
216 
interes payable (and similar charges) 23 
193 
Tax on profit on ordinary activities 46 
Pr fit on ordinary activities after taxation 147 
Retained profit brought forward from last year 16 
163 
Transfer to Reserves 60 
Proposed dividend on ordinary shares 50 110 
oe profit carried forward _53 
Torbryan Ltd 
Balance sheet as at 31 December 19x5 and 19x6 
19x5 19x6 
| $ million $ million 
Current assets 
cas at bank and in hand 2 17 
Del tors: 
Trade debtors 115 123 
repaid expenses 6 16 
nae Aa a1 
167 197 
Non-current assets . 
Intangible assets: Patents and trade marks 44 37 
Land and buildings 241 310 
Plant and machinery 110 125 
Fixtures, fittings, tools and equipment 155 163 
| 550 635 
Total assets 717 | 832 


continues... 
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Current liabilities 


Bank overdraft 14 — 
Trade creditors 44 39 
Income tax payable a2 46 
Dividend payable 40 50 
Accrued expenses 1 _15 
141 150 
Non-current liabilities 
Debenture loans 400 250 
Shareholders’ equity 
Paid-up ordinary capital 150 240 
Asset revaluation reserve ~ 69 
Reserves 10 70 
Retained profits _16 3s 
176 432 
Total claims 717 832 


During 19x6, the company spent $40m on additional plant and $55m on additional fixtures. There were no 
other non-current asset acquisitions or disposals. A new issue of shares occurred. The land and buildings 
were revalued. At the end of 19x5 there were 150,000 shares in issue. 





Deducing ‘Cash flows from operating activities’ 


There should be no real problems calculating cash received from customers. 
Using the figures from Example 5.2 we have: 


Opening balance of debtors 115 
plus sales for the period 591 
gives the amount we might expect to receive for the year 706 
less closing balance of debtors 123 
equals the cash received from customers 583 


To this must be added any other operating income (adjusted for any opening and closing balances). 
In Example 5.2 this amounted to $21m, making cash from customers 583 + 21 = $604m. 


With regard to payments to suppliers and employees, there are likely to be both prepaid and accrued 
expenses at both the beginning and end of the year. Where this happens the payment of operating 
expenses can be derived as follows: 


Opening balance of accrued expenses Xx 
less any opening prepaid expenses (x) 
plus relevant expenses for the period X 
gives the amount we might expect to pay for the year x 
plus any expenses prepaid at the end of the year x 
less closing balance of accruals (amounts not paid) (x) 
equals the cash paid for operating expenses X 
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Using Example 5.2 we get: 


Opening balance of accruals 11 
less opening balance of prepaid expenses (6) 
plus relevant expenses for the period 12* 
gives the amount we might expect to pay for the year 17 
plus any expenses prepaid at the end of the year 16 
less closing balance of accruals (15) 
equals the cash paid for operating expenses for the year 18 


* $91m expenses less $79m depreciation 


With payment to suppliers, using Example 5.2, inserting the known figures, we get: 


Opening inventory 44 
plus purchases __xX 
equals the amount available for sale 44+x 
less closing inventory - the amount unsold _41 
equals the cost of sales - the amount sold 307 


We can calculate the figure for purchases (x) by solving for 44 + x-—41 = 307, sox = 307 + 41 — 44 = 304. 


This figure can then be inserted in the earlier table relating to creditors. 


Opening balance of creditors 44 
plus purchases of inventory for the period 304 
gives the amount of we might expect to pay for the year 348 
less closing balance of creditors _39 
equals the cash paid to creditors 309 


The next few lines, namely dividends received, interest received and interest paid, are usually fairly 
straightforward. With regard to payments of tax, we have already flagged that tax tends to lag behind 
profits so we would expect payments in the current year to reflect last year’s (possibly adjusted) tax 
liability. In the case of Example 5.2 it should be clear that the balance sheet figure for tax due at the 
end of 19x5 will have been paid in 19x6, and the amount included against profit for 19x6 remains 
outstanding at the end of 19x6, presumably to be paid in 19x7. 


The ‘operating’ section can now be completed for Example 5.2 as follows: 


Cash flows from operating activities 


Receipts from customers (583 + 21) 604 
Payments to suppliers and employees (18 + 309) (327) 
Dividends received ot 
Interest received 2 
Interest paid (23) 
Income taxes paid (19x5 liability) (32) 


RO 
NO 
i 


Net cash provided by operating activities 


Deducing ‘Cash flows from investing activities’ 


We clearly need to know how much has been spent on non-current assets, and any sale proceeds 
relating to non-current asset sales. In Example 5.2 we are told that the company spent $40m on 
additional plant and $55m on additional fixtures. We were also told that there were no other non- 
current asset acquisitions or disposals. The ‘investing’ section for Example 5.2 would appear as 
follows: 
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Payments for non-current assets (40 + 55) (95) 
Proceeds from sale of non-current assets ~ 
Net cash used in investing activities (95) 


In passing it is worth noting the movements in non-current assets over the year. These can generally 
be summarised in the following table. 


Accumulated 

Asset Cost depreciation Net 
Balance at the start of the year x x x 
less any disposals X X Xx 

% x x 
plus new acquisitions x ~ x 
plus any revaluations x - x 
less depreciation for the year - xX x 
equals closing balance X xX X 


The following points need to be recognised: 


e Proceeds of asset sales will be reflected in the financing section. 

e Only when an asset is sold can we calculate the actual depreciation incurred with complete 
accuracy. Depreciation charged previously is only an estimate. Profits or losses on disposal 
reflect an underprovision (too little) or overprovision (too much) of depreciation. A loss on 
disposal would represent additional depreciation and would be a non-cash expense. A profit on 
disposal would offset the depreciation. 

e Any revaluations of assets will be reflected in an increase in the asset and an increase in 
shareholders’ equity — shown in asset revaluation reserve. 

e By setting out a table of this sort it is possible to follow through movements in assets relatively 
easily. 


In the case of Example 5.2 the non-current assets can be summarised as shown below. You should 
note that in this example there is insufficient information given to separate cost and aggregate 
depreciation (also known as depreciation provision) so we can only use the net column. In practice, 
disclosure requirements will usually mean that the full information relating to non-current assets 
will be available from the notes to the accounts. 

In the case of intangible assets there are no disposals, acquisitions, or revaluations. The 
depreciation for the year can be calculated by solving for y in the following table. 


Accumulated 

Asset Cost depreciation Net 
Balance at the start of the year x x 44 
less any disposals Xx X _- 

x Xx 44 
plus new acquisitions x - - 
plus any revaluations x - ~ 
less depreciation for the year _ X y= 7 
equals closing balance x x 37 


In the case of land and buildings we are told that no assets were bought or sold, but land and 
buildings were revalued. The figure of $69m is matched with an entry in the asset revaluation reserve, 
thus completing the table. 
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Accumulated 


Land and buildings Cost depreciation Net 
Balance at the start of the year x x 241 
less any disposals x x _- 
xX X 241 
plus new acquisitions x ~ ~ 
plus any revaluations x - 69 
less depreciation for the year - x _- 
equals closing balance X x 310 


In the case of plant and machinery we are told that $40m was spent on new assets, there are no 
disposals or revaluations, so completion of the table enables us to solve for y to arrive at the 
depreciation for the year. 


Accumulated 
Plant and machinery Cost depreciation Net 
Balance at the start of the year x x 110 
less any disposals x x _ = 
x x 110 
plus new acquisitions x ~ 40 
plus any revaluations x - 
less depreciation for the year - x Yez75 
equals closing balance x x 125 
Using similar logic the figure for depreciation for fixtures can be derived as follows. 
Accumulated 
Fixtures etc. Cost depreciation Net 
Balance at the start of the year x x 155 
less any disposals Xx X _- 
xX Xx 155 
plus new acquisitions x _ 55 
plus any revaluations x ~ os 
less depreciation for the year = x _47 
equals closing balance xX X 163 


Total depreciation of $79m can be seen to be made of $7m for intangibles, $25m for plant and $47m 


for fixtures. 
Activity 5.5 


The following are the extracts from the balance sheet of a business at January 1 and December 31. 





January 1 December 31 

Land and buildings — Cost or valuation 150,000 200,000 
Plant and machinery 

Cost 80,000 100,000 

Accumulated depreciation (20,000) (30,000) 

Net 60,000 70,000 
Fixtures and fittings 

Cost 20,000 25,000 

Accumulated depreciation (10,000) (12,000) 

Net ; 10,000 13,000 

continues... 
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You are told that: 








_ Using the above format we get the following: 





Land and buildings 
less any disposals 


plus new acquisitions 

plus any revaluations 

less depreciation for the year 
equals closing balance 


1. land and buildings were revalued upwards by $20,000, and 


the relevant extracts from the statement of cash flows for the year. 


Cost 
150,000 — 


150,000 





x = 30,000 


20,000 





200,000 





The new acquisitions were calculated by essentially filling in the gap. 


Plant and machinery 
Balance at the start of the year 
less any disposals 


plus new acquisitions 

plus any revaluations 

less depreciation for the year 
equals closing balance 


Fixtures and fittings 
Balance at the start of the year 
less any disposals 





plus new acquisitions 
plus any revaluations 

_ less depreciation for the year 
on closing balance 


Cost 
80,000 


“80,000 
x = 20,000 








Cost 
20,000 
5, _ 5,000 


15,000 ,000 
x = 10,000 


_ 25000 





Accumulated 


_ depreciation = Net 
Cee ee 











Accumulated : 
depreciation Net. 
20,000 — 60,000 
~ 20,000 — 














The new acquisitions and the depreciation for the year are obtained by solving for x as shown. 


Accumulated. .—ss=——isi as 
depreciation a 
S008 2,000 — 

10,000 














means ‘that nave. will be a oes on apes y $1 000 which ‘Mould ae a ealewe empenss | in the ipa aud ides | 
account. The sale proceeds will be reflected in the statement of cash flows. 


, The relevant extracts from the statement of cash flows will be: 


Cash flow from investing activities 
_ Purchase of land and buildings _ 
_ Purchase of plant and machinery 
Purchase of fixtures and fittings 
| — of fixt 








tures and fittings 











disposal. 
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(30,000) © 
(20,000) 
(10,000) 
Le 
ye 59, 000 


: : In passing it is worth noting that the reconciliation would include depreciation totalling $15,000 plus $1 000 loss on 


tures and fittings which had cost $5,000, and which had been depreciated by: we 000, were sold for $1,000. 





60,000 


Deducing ‘Cash flows from financing activities’ 


Problems can arise in establishing the cash flow from share issues. Generally a comparison of the 
opening and closing capital figures should enable us to calculate the amount of new share capital 
issued. However, possible problems can arise with: 


e bonus issues (which result in an increase in share capital without any cash inflow); 
e issue of shares; and 
e repurchase or redemption of shares. 


In the case of Example 5.2 we find that called up share capital increased by $90m (150 to 240) over 
the year. This suggests that there was a cash inflow of $90m from shares. Of course, if we were told 
that some of this was in the form of a bonus issue the cash proceeds from shares would need to be 
adjusted. Suppose that you had been told that in the course of the year, and prior to the new issue of 
shares, that a bonus issue on a one for five basis, at an issue price of $1 per share, had occurred. This 
would have led to a bonus issue of $30m which would have meant that the cash issue could only 
have been $60m ($90m — $30m). 

A comparison of the long-term liabilities at the beginning and end of the year should provide an 
indication of the net cash flows from borrowings. However, the accounting standard requires 
separate identification of borrowings and repayments, so more detailed knowledge is generally 
needed. In the case of Example 5.2 it is assumed that there were no new borrowings but $150m was 
repaid, as the figure for long-term loans went down from $400m to $250m over the course of the year. 
In addition the overdraft ($14m) at the start of the year has been paid off. 

With regard to dividends, we would usually expect final dividends for the year to be shown as a 
current liability in the year end balance sheet, and to be paid early in the following year. Care needs 
to be taken when there are interim dividends paid part way through the year as these will also be 
paid in the year. Generally we would expect the cash outflow for dividend payments to include any 
proposed dividends outstanding from the preceeding year, plus (if any) any interim dividends 
declared in the current year. 

The ‘financing’ section can now be completed for Example 5.2 as follows: 


Cash flows from financing activities 


Proceeds from issue of shares 90 
Proceeds from borrowings — 
Repayment of borrowings (150) 
Dividends paid (40) 
Net cash used in financing activities (100) 


Putting the above sections together enables us to complete the statement of cash flows for Example 
5.2 as follows: 


Torbryan Ltd 
Statement of cash flows for the year ended 30 June 19x6 
$ million $ million 
Cash flows from operating activities 

Receipts from customers (583 + 21) 604 
Payments to suppliers and employees (18 + 309) (327) 
Dividends received o 
Interest received 2 
Interest paid (23) 
Income taxes (19x5 liability) (32) 
Net cash provided by operating activities 224 
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Cash flows from investing activities 
Payments for non-current assets (40 + 55) (95) 
Proceeds from sale of non-current assets - 
Net cash used in investing activities (95) 


Cash flows from financing activities 


Proceeds from issue of shares 90 

Proceeds from borrowings - 

Repayment of borrowings (150 + 14) (164) 

Dividends paid (40) 

Net cash used in financing activities (114) 
Net increase in cash for the year 15 


Cash at the beginning of the financial year 


S| 
“MN INO 


Cash at the end of the financial year 


The reconciliation between operating profit and operating cash flows is as follows: 


Operating profit 147 

Adjusted for: 
Depreciation 79 
Increase in debtors (8) 
Decrease in inventory 3 
Increase in prepaid expenses (10) 
Reduction in creditors (5) 
Increase in accrued expenses 4 
Increase in tax liability _14 


224 


The reconciliation focuses fairly clearly on key issues. For example, why were prepaid expenses 
allowed to increase? Why would a reduction in creditors occur? Why is there an increase in debtors 
and a reduction in inventory? As we will see in a later chapter on working capital management, the 
management of current assets and liabilities is a critical feature of management which can easily be 
overlooked. 


What does the statement of cash flows tell us? 


The statement tells us how the business has generated cash during the period and where that cash 
has gone. Since cash is properly regarded as the life blood of just about any business, this is 
potentially very useful information. 

Tracking the sources and uses of cash over several years could very well show financing trends that 
a reader of the statements could use to help make predictions about likely future behaviour of the 
company. 

Looking specifically at the cash flow statement for Torbryan Ltd, we can see the following: 


e Net cash flow from operations was strong, much larger than the profit figure. This would be 
expected because depreciation is deducted in arriving at profit. 

e There was a general tendency for working capital to absorb some cash. This would not be 
Surprising had there been an expansion of activity (sales output) over the year. From the 
information supplied, we do not know whether there was an expansion or not. If there had not 
been an increase questions would arise regarding working capital management. 
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There were net outflows of cash in servicing of finance, payment of tax and purchasing non- 
current assets. 

There seems to be a healthy figure of net cash inflows before financing. 

There was a fairly major outflow of cash to redeem some debt finance, partly offset by the 
proceeds of a share issue. 

The net effect was a rather healthier looking cash position in 19x6 than was the case in 19x5. 


Self-Assessment Question 5.1 


Touchstones Ltd’s profit and loss accounts for the years ended 31 December 19x7 and 19x8 and the 
balance sheets as at 31 December 19x7 and 19x8 are as follows: ‘al, 


Profit and loss accounts for the years ended 19x7 and 19x8 


19x7 19x8 

$ million $ million 

Sales 173 207 
Cost of sales (96) 101 
Gross profit ii 106 
Other expenses (including depreciation) (43) (48) 
34 58 

Other operating income 3 A 
37 62 

Interest receivable and similar income 1 7 
38 64 

Interest payable and similar charges (2) __(4) 
36 60 

Tax on profit or loss on ordinary activities (8) _(16) 
Profit on ordinary activities after taxation 28 44 
Retained profit brought forward from last year 16 30 
44 74 

Proposed dividend on ordinary shares (14) (18) 
Retained profit carried forward 30 _56 


Balance sheet as at 31 December 19x7 and 19x8 





19x7 19x8 
$ million $ million 
Current assets 

Inventory 25 24 
Debtors 16 26 
Cash at bank and in hand 8 27 
49 iL 

Non-current assets 
Land and buildings 94 110 
Plant and machinery _53 _62 
147 172 
Total assets 196 249 
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Current liabilities 


Trade creditors 26 23 

Income tax 8 16 

Dividend payable 12 14 
46 53 

Non-current liabilities 

Debenture loans (10%) 20 _40 

Shareholders’ equity 

Paid-up share capital 100 , 100 

Retained profits _30 _56 
130 156 


196 249 


Included in ‘other expenses’, depreciation was included as follows: 


19x7 19x8 

$ million $ million 

Land and buildings 5 6 
Plant and machinery 6 10 


There were no non-current asset disposals in either year. 


In both years an interim dividend was paid in the year in whose profit and loss account it was shown and 
a final dividend just after the end of the year concerned. 


Prepare a statement of cash flows for the company for 19x8 together with the reconciliation of operating 
profit and cash flow from operations. 





SUMMARY 


Users of accounting information find it very useful to have a statement that highlights how a company generated cash, 
how it used cash and the resultant effect on its cash resources over a period, typically one year. The statement of cash 
flows does this. The statement of cash flows contrasts with the profit and loss account to the extent that the former 
shows cash movements, whereas the latter shows changes in business wealth (not just that which is represented by 
cash) as a result of trading activities. 


REVIEW QUESTIONS 
5.1 The typical business has about 50 per cent more of its resources tied up in inventory than in cash, yet there is no 
call for an ‘inventory flow statement’ to be prepared. Why is cash regarded as more important than inventory? 


5.2 Taking each of the categories of the statement of cash flows in turn: 
e Cash flow from operating activities: 
e Cash flow from investing activities; and 
e Cash flow from financing activities. 


which direction would you normally expect the cash flow to be? 
5.3 What causes the net profit for the year not to equal the net cash inflow? 
5.4 Explain the reconciliation of operating cash flows with operating profit. 
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EXAMINATION-STYLE QUESTIONS 


5.1 How will each of the following events ultimately affect the amount of cash: 
(a) anincrease in the level of inventory; 
b) arights issue of ordinary shares: 


c) abonus issue of ordinary shares: 
d) writing off the value of some inventory; 
e) the disposal of a large number of the company’s shares by a major shareholder; and 


ee ee ee 


f) depreciating a non-current asset. 


5.2 The management of your company is perplexed as to why the company’s bank balance has gone down in the last 
year, even though profits have been satisfactory. Relevant information is given below. 


Balance sheet as at 












































January 1 December 31 
$ $ 
Current assets 
Cas 50,000 10,000 
Debtors 60,000 80,000 
Inventory 70,000 100,000 
180,000 190,000 
Non-current assets 
Premises 110,000 120,000 
Plant — cost 50,000 70,000 
— accumulated depreciation (30,000) (35,000) 
Vehicles — cost 25,000 30,000 
— accumulated depreciation (12,000) (10,000) 
143,000 175,000 
Total assets 323,000 365,000 
Current liabilities 
Creditors 100,000 80,000 
Dividends proposed 10,000 15,000 
Income tax 20,000 25,000 
130,000 120,000 
Non-current liabilities 
Loans 80,000 50,000 
Shareholders’ equity 
Paid-up ordinary capital 80,000 100,000 
Retained profits 33,000 95,000 
113,000 195,000 
Total claims 323,000 365,000 
Profit and loss account for the year ending 31 December 
$ $ 
Sales 379,000 
Opening inventory 70,000 
Purchases 250,000 
320,000 
Less Closing inventory 100,000 
Cost of sales 220,000 
Gross profit 159,000 
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Depreciation 
— Plant 5,000 
— Vehicles 4,000 
Profit on disposal of vehicles (3,000) 
Loan interest 7,000 
Other expenses 44,000 
. 57,000 


Net profit 102,000 





Income tax 25,000 
Dividends 15,000 





Added to retained profits 62,000 








During the year vehicles which had cost $10,000, which had been depreciated by $6,000, were sold for $7,000. 
Sales in the previous year had been $350,000. 
Required: | | 
(a) Prepare the statement of cash flows for the year, together with the reconciliation of operating cash flows and 
operating profit. | 
(b) Comment on the cash flows and suggest ways of resolving the problem. 
5.3 The following information has been taken from the accounts of Juno Ltd for last year and the year before last: 
Last year Year before last 
Summary of profit and loss accounts $ million $ million 
Sales Biz 505 
Cost of sales 300 270 
Gross profit 272 235 
Interest payable (5) (4) 
Other expenses (including depreciation) (80) (75) 
Net operating profit 187 156 


Depreciation charged in arriving at net operating profit 55 47 
Inventory held at the end of 31 # | 
Debtors at the end of 23 | 24 
Creditors at the end of 17 15 
Using the above information, prepare for Juno Ltd: 
(a) astatement of cash flow from operations: 
(b) astatement which reconciles the net operating profit with the cash flow from operations. 
5.4 Touchstones Ltd’s profit and loss accounts for the years ended 31 December 19x8 and 19x9 and the balance 
sheets as at 31 December 19x8 and 19x9 are as follows: 
Touchstones Ltd 
Profit and loss account 
19x8 19x9 
$ million $ million 
Sales 207 153 
Cost of sales (101) (76) 
Gross profit 106 V7 
Other expenses (48) (29) 


Other operating income _4 _- 
62 29 
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Interest receivable and similar income 2 - 


| 64 29 
Interest payable and similar charges _(4) _(4) 
60 25 

Tax on profit or loss on ordinary activities (16) _ (6) 
Profit on ordinary activities after taxation 44 19 
Retained profit brought forward from last year _30 56 
74 75 

Proposed dividend on ordinary shares (18) (18) 
Retained profit carried forward 56 67 


Touchstones Ltd 
Balance sheet as at 31 December 19x8 and 19x9 






19x8 19x9 
$ million $ million 
Current assets 
Inventory 24 25 
Debtors 26 25 
Cash at bank and in hand | Zi at 
77 51 
Non-current assets 
Land and buildings 110 130 
Plant and machinery 62 56 
V2 186 
Total assets 249 237 
Current liabilities 
Trade creditors aa 20 
Income tax 16 6 
Dividend payable 14 14 
53 40 
Non-current liabilities _ 
Debenture loans (10%) 40 40 
Shareholders’ equity 
Paid-up share capital 100 100 
Retained profits 56 57 
156 157 
Total claims 249 237 
Included in ‘other expenses’, depreciation was included as follows: 
19x8 19x9 
$ million $ million 
Land and buildings 6 10 
Plant and machinery 10 12 


There were no non-current asset disposals in either year. 


In both years an interim dividend was paid in the year in whose profit and loss account it was shown and a final 
dividend just after the end of the year concerned. 


Prepare a statement of cash flows for the company for 19x8 together with a reconciliation of operating profit and cash 
from operations. 
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5.5 Torbryan Ltd’s profit and loss account for the year ended 31 December 19x7 and the balance sheets as at 31 
December 19x6 and 19x7 are as follows: 


Torbryan Ltd 
Profit and loss account 
$ million $ million 
Sales 623 
Cost of sales 353 
Gross profit 270 
Other expenses 101 
169 
Other operating income _I3 
182 
Interest receivable and similar income _4 
186 
Interest payable and similar charges _16 
170 
Tax on profit on ordinary activities _35 
Profit on ordinary activities after taxation 135 
Retained profit brought forward from last year 53 
188 
Transfer to General Reserve 40 
Proposed dividend on ordinary shares 60 100 
Retained profit carried forward _ 88 
Torbryan Ltd 
Balance sheet as at 31 December 19x6 and 19x7 
19x6 19x7 
$ million $ million 
Current assets 
Inventory 41 35 
Debtors: 
Trade debtors 123 132 
Prepayments and accrued income 16 13 
Cash at bank and in hand a7 8 
197 185 
Non-current assets 
Intangible assets: 
Patents and trade marks 37 32 
Tangible assets: 
Land and buildings 310 310 
Plant and machinery 125 102 
Fixtures, fittings, tools and equipment 163 180 
636 624 
Total assets: 832 809 
Current liabilities 
Bank overdraft _ 16 
Trade creditors 39 30 
Income tax 46 35 
Dividends payable 50 60 
Accrued expenses 15 11 


150 152 
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Non-current liabilities 





lebenture loans 


Shareholders’ equity 


Pai 
Ass 





-up share capital 
t revaluation reserve 


Reserves 


Ret 





Tot 


During 19x7, the company spent $67m on additional fixtures, etc. There were no other non-current asset acquisitions 


ined profits 


| claims 


or disposals. 


There w 


Prepare the cash flow statement for Torbryan Ltd for the year ended 31 December 19x7, together with a reconciliation 


s no share issue for cash during the year. 


of operating profit and cash flow from operations. 
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70 
53 

432 
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300 
110 
88 
507 


809 


comment on what the cash flow statement that you have prepared tells us about Torbryan Ltd during the 
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of Tinancial 

statements 





Objectives When you have completed your study of this chapter you should be able to: 
e identify the major categories of ratios which can be used for analysis purposes; 


e calculate important ratios for determining the financial performance and position of a 


business and explain the significance of the ratios calculated; 
e explain the importance of gearing to a business and its owners; 


e discuss the limitation of ratios as a tool of financial analysis. 
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In this chapter we will consider the analysis, interpretation and evaluation of financial 
statements. We will see how financial ratios can help in developing a financial profile of a 


business. We will also consider problems which are encountered when applying this technique. 


Financial ratios 


Financial ratios provide a quick and relatively simple means of examining the financial health of a 
business. A ratio simply expresses the relationship between one figure appearing in the financial 
statements with some other figure appearing in the financial statements (e.g. net profit in relation to 
capital employed) or perhaps some resource of the business (e.g. net profit per employee, sales per 
Square metre of counter space etc.). 

By calculating a relatively small number of ratios, it is often possible to build up a reasonably 
good picture of the position and performance of a business. Thus, it is not surprising that ratios are 
widely used by those who have an interest in businesses and business performance. Although ratios 
are not difficult to calculate, they can be difficult to interpret. For example, a change in the net profit 
per employee of a business may be due to a number of possible reasons such as: 


e achange in the number of employees without a corresponding change in the level of output: 
e achange in the level of output without a corresponding change in the number of employees: 
e achange in the mix of goods/services being offered which in turn changes the level of profit etc. 


It is important to appreciate that ratios are really only the starting point for further analysis. They 
help to highlight the financial strengths and weaknesses of a business but they cannot, by 
themselves, explain why certain strengths or weaknesses exist or why certain changes have occurred. 
Only a detailed investigation will reveal these underlying reasons. 

A major problem when comparing the financial health of different businesses is the differences 
that exist in the scale of operations. Thus, a direct comparison of (say) the profits of each business 
may be misleading due to differences in size. By expressing profit in relation to some other measure 
(e.g. sales) the ratio derived can be used as a basis for comparison for similarly derived ratios for 
other similar businesses. 

Ratios can be expressed in various forms, e.g. as a percentage, as a fraction, as a proportion, etc. 
The way a particular ratio is presented will depend on the needs of those who will use the 
information. Although it is possible to calculate a large number of ratios, only a relatively few, based 
on key relationships, may be required by the user. Many ratios which could be calculated from the 
financial statements, (e.g. rent payable relative to taxation) may not be considered because there is 
no clear or meaningful relationship between the items. 

There is no generally accepted list of ratios which can be applied to the financial statements, nor 
is there a standard method of calculating many ratios. Variations in both the choice of ratios and 
their calculation will be found in the literature and in practice. However, it is important to be 
consistent in the way in which ratios are calculated for comparison purposes. The ratios discussed 
below are those which many consider to be among the more important for decision-making 
purposes. 
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Financial ratio classification 


Ratios can be grouped into certain categories, each of which reflects a particular aspect of financial 
performance or position. The following broad categories provide a useful basis for explaining the 
nature of the financial ratios to be dealt with. 


e Profitability. Businesses come into being with the primary purpose of creating wealth for the 
owners. Profitability ratios provide an insight to the degree of success in achieving this purpose. 
They express the profits made (or figures bearing on profit such as overheads) in relation to 
other key figures in the financial statements or to some business resource. 

e Efficiency. Ratios may be used to measure the efficiency with which certain resources have been 
utilised within the business. These ratios are also referred to as activity ratios. 

e Liguidity. It is vital to the survival of a business for there to be sufficient liquid resources 
available to meet maturing obligations. Certain ratios may be calculated which examine the 
relationship between liquid resources held and creditors due for payment in the near future. 

e Gearing. Gearing is an important issue which managers must consider when making financing 
decisions. The relationship between the amount financed by the owners of the business and the 
amount contributed by outsiders has an important effect on the degree of risk associated with a 
business, as we will see. Gearing is also referred to as leverage. 

e Investment. Certain ratios are concerned with assessing the returns and performance of shares 
held in a particular business. 


The need for comparison 


Calculating a ratio by itself will not tell you very much about the position or performance of a 
business. For example, if a ratio revealed that the business was generating $100 in sales per square 
metre of counter space, it would not be possible to deduce from this information alone whether this 
level of performance was good, bad or indifferent. It is only when you compare this ratio with some 


‘benchmark’ that the information can be interpreted and evaluated. 
Activity 6.1 


Can you think of any bases (benchmarks) which could be used to compare a ratio you have 
calculated from the financial statements of a particular period? 


In answering this activity you may have thought of the following bases: 





¢ Past periods. By comparing the ratio you have calculated with the ratio of a previous period, it is possible to 
detect whether there has been an improvement or deterioration in performance. Indeed, it is often useful to 
track particular ratios over time (say five or ten years) in order to see whether it is possible to detect trends. 
However, the comparison of ratios from different time periods brings certain problems. In particular, there is 
always the possibility that trading conditions may have been quite different in the periods being compared. 
There is the further problem that when comparing the performance of a single business over time, 
operating inefficiencies may not be clearly exposed. For example, the fact that net profit per employee has 
risen by 10 per cent over the previous period may at first sight appear to be satisfactory, however, this may 
not be the case if similar businesses have shown an improvement of 50 per cent for the same period. Finally, 
there is the problem that inflation may have distorted the figures on which the ratios are based. Inflation 

can lead to an overstatement of profit and an understatement of asset values. 
continues... 
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Planned performance. Ratios may be compared with the targets that management developed before the 
commencement of the period under review. The comparison of planned performance with actual performance may 
therefore be a useful way of revealing the level of achievement attained. However, the planned levels of 
performance must be based on realistic assumptions if they are to be useful for comparison purposes. 


Similar businesses. |In a competitive environment, a business must consider its performance in relation to those of 
other businesses operating in the same industry. Survival may depend on the ability to achieve comparable levels 
of performance. Thus, a very useful basis for comparing a particular ratio is the ratio achieved by similar businesses 
during the same period. This basis is not, however, without its problems. Competitors may have different year ends 
and therefore trading conditions may not be identical. They may also have different accounting policies which have 
a significant effect on reported profits and asset values (e.g. different methods of calculating depreciation, different 
methods of valuing inventory etc.). Finally, it may be difficult to get hold of the accounts of competitor businesses. 
Sole proprietorships and partnerships, for example, are not obliged to publish their financial statements. In the case 
of limited companies, there is a legal obligation to publish accounts. However, a diversified company may not 
provide a detailed breakdown of activities sufficient for analysts to compare with the activities of other businesses. 


The key steps in financial ratio analysis 


When employing financial ratios, a sequence of steps is carried out by the analyst. The first step 
involves identifying the key indicators and relationships that require examination. In order to carry 
out this step the analyst must be clear who the target users are and why they need the information. 
Different types of users of financial information are likely to have different information needs which 
will, in turn, determine the ratios they find useful. For example, shareholders are likely to be 
interested in their returns in relation to the level of risk associated with their investment. Thus, 
profitability, investment and gearing ratios will be of particular interest. Long-term lenders are 
concerned with the long-term viability of the business. In order to help them to assess this, the 
profitability ratios and gearing ratios of the business are also likely to be of particular interest. Short- 
term lenders, such as suppliers, may be interested in the ability of the business to repay the 
amounts owing in the short-term. As a result the liquidity ratios should be of interest. 

The next step in the process is to calculate ratios which are considered appropriate for the particular 
users and the purpose for which they require the information. The final step is interpretation and 
evaluation of the ratios. Interpretation involves examining the ratios in conjunction with an 
appropriate basis for comparison and any other 
information which may be relevant. The 
significance of the ratios calculated can then be Identify users and 
established. Evaluation involves forming a their information 
judgement concerning the value of the information needs 
uncovered in the calculation and interpretation 
stage. Whilst calculation is usually straightforward, 


ave Calculate 
the interpretation and evaluation are more difficult 


appropriate 
and often require high levels of skill. This skill can ratios 
only really be acquired through much practice. 

The three steps described are shown in Figure 


6.1. Interpret and 
evaluate the 
results 





Figure 6.1 ¢ Financial ratio analysis: the key steps. 
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The ratios calculated 


Probably the best way to explain financial ratios is to work through an example. The following 
example provides a set of financial statements from which we can calculate important ratios. 


The following financial statements relate to Alexis Ltd which owns a small chain of Example 6.1 


— carpet stores. 






























































Alexis Ltd 
Balance sheet as at 31 March 
19x8 19x9 
$000 $000 $000 $000 
Current assets 
Bank 32.5 41.0 
ii debtors 240.8 210.2 
Inv 3 ntory at cost 300.0 370.8 
574.3 622.0 
Non-current assets 
Fixtures and fittings at cost 129.0 160.4 
Less Accumulated depreciation 64.4 64.6 97.2 63.2 
Freehold land and buildings at cost 451.2 451.2 
Less Accumulated depreciation 70.0 381.2 75.0 376.2 
445.8 439.4 
Total assets 1,020.1 1,061.4 
Aten liabilities 
Trade creditors 221.4 228.8 
Dividends payable 40.2 60.0 
Income tax 60.2 76.0 
321.8 364.8 
Non-current liabilities ; 
12% Debentures (secured) 200.0 60.0 
Ca | ital and reserves 
Paid-up ordinary capital 300.0 334.1 
(shares all issued at 50 cents each) 
Reserves 26.5 40.0 
Retained profit 171.8 262.5 
| 498.3 636.6 
Total claims 1,020.1 1,061.4 
Alexis Ltd 
Profit and loss account for the year ended 31 March 
19x8 19x9 
$000 $000 $000 $000 
Sales 2240.8 2681.2 
ee Cost of sales 
Opening stock 241.0 300.0 
Purchases 1804.4 2142.8 
| 2045.4 2442.8 
Less Closing stock 300.0 1745.4 370.8 2072.0 
Gross profit 495.4 609.2 


continues... 
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Wages and salaries 137.8 195.0 
Directors’ salaries 48.0 80.6 
Rates 12.2 12.4 
Heat and light 8.4 13.6 
Insurance 4.6 7.0 
Interest payable 24.0 6.2 
Postage and telephone 3.4 7.4 
Audit fees 5.6 9.0 
Depreciation — 

Freehold buildings 5.0 5.0 

Fixtures and fittings 270 276.0 32.8 369.0 
Net profit before tax 219.4 240.2 
Less Income tax 60.2 _76.0 
Net profit after tax 159.2 164.2 
Add Retained profit brought forward 52.8 171.8 

212.0 336.0 | 
Less 
Transfer to reserves - (13.5) 
Dividends proposed (40.2) (60.0) 
Retained profit carried forward 171.8 262.5 
Alexis Ltd 
Statement of cash flows for the year ended 31 March 
19x8 19x9 
$000 $000 $000 $000 

Cash flow from operations 
Receipts from customers 2,281 2,711.8 
Payments to suppliers and employees (2,050) (2,460.4) 
Interest paid (24) (6.2) 
Tax paid (46.4) (60.2) 
Net cash flow from operating activities 160.6 195 
Investing activities 
Purchase of non-current assets (121.2) (31.4) 
Net cash used in investing activities 22) (31.4) 
Financing activities 
Dividends paid (32.0) (40.2) 
Issue of ordinary shares 20.0 34.) 
Repayment of loan capital = (140.0) 
Net cash outflow from financing activities (12) (156.1) 
Increase in cash and cash equivalents 27.4 7.5 


The company employed 14 staff in 19x8 and 18 in 19x9. 

All sales and purchases are made on credit. 

The market value of the shares of the company at the end of each year was $2.50 and $3.50 respectively. The 
issue of equity shares during the year ended 31 March 19x9 occurred at the beginning of the year. 
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PROFITABILITY 


The following ratios may be used to evaluate the profitability of the business: 


return on owners’ equity; 
return on total assets; 
net profit margin; and 
gross profit margin. 


Return on owners’ equity (ROE) 


This ratio compares the amount of profit for the period available to the owners to the owners’ stake 
in the business. For a limited company, the ratio (which is normally expressed in percentage terms) 
is as follows: 


Net profit after taxation and preference dividend (if any) a 
Ordinary share capital plus reserves 


ROE = 100 
The net profit after taxation and any preference dividend is used in calculating the ratio as this figure 
represents the amount of profit available to the owners. In the above equation reserves means all 
reserves including all of general reserves, revaluation reserves and retained profits. 

In the case of Alexis Ltd the ratio for the year ended 31 March 19x8 is: 


159.2 
498.3 


x 100 = 31.9% 





Activity 6.2 


Calculate the return on owners’ equity (ROE) for the company for the year to 31 March 19x9. 


The return on owners’ equity for the following year will be as follows: 


ROE = 164.2 . 100 = 25.8% 
636.6 


Note that in calculating the ratios above, the owners’ equity as at the end of the year has been used. 
However, it can be argued that it is preferable to use an average figure for the year as this would be 
more representative of the amount invested by owners during the period. The easiest approach to 
calculating the average equity investment would be to take a simple average based on the opening 
and closing figures for the year. However, where these figures are not available, it is acceptable to 
use the year-end figures. 


Return on total assets (ROA) 


This is a fundamental measure of business performance. This ratio expresses the relationship 
between the net profit generated by the business and the assets owned by the business. 
The ratio is expressed in percentage terms and is as follows: 


Net profit before interest and taxation 
Total assets 


ROA = x 100 


Note, in this case, the profit figure used in the ratio is the net profit before interest and taxation. This 
figure is used because the ratio attempts to measure the efficiency with which assets are used. 
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Interest is a financing expense, not an operating expense. Taxation is subject to fluctuation over time 
as the rules change and for comparison purposes a before tax figure is more useful. 
For the year to 31 March 19x8 the ratio is: 


A = 243-4 100 = 23.8% 
1021.1 





Activity 6.3 





Calculate the return on total assets for the company for the year to 31 March 19x9. 


For the year ended 31 March 19x9 the ratio is: 
ROA = -246:8 , 100 = 24.17% 
1061.4 


Return on total assets is considered by many to be a primary measure of profitability. It compares 
inputs (assets invested) with outputs (profit). This comparison is of vital importance in assessing the 
effectiveness with which assets have been utilised. Once again, an average figure for total assets may 
be used where the information is available. 


Net profit margin 

This ratio relates the net profit for the period to the sales during that period. The ratio is expressed 
as follows: 

Net profit before interest and taxation x 100 


Net profit margin = 
Sales 


The net profit before interest and taxation is used in this ratio as it represents the profit from trading 
operations before any costs of servicing long-term finance are taken into account. This is often 
regarded as the most appropriate measure of operational performance, for comparison purposes, as 
differences arising from the way in which a particular business is financed will not influence this 
measure. However, this is not the only way in which this ratio may be calculated in practice. The net 
profit after taxation is also used on occasions as the numerator. 

For the year ended 31 March 19x8 the net profit margin ratio (based on the net profit before 
interest and taxation) is: 


243-4 ¥ 100 = 10.9% 

2240.8 
This ratio compares one output of the business (profit) to another output (sales). The ratio can vary 
considerably between types of business. For example, a supermarket will often operate on low profit 
margins in order to stimulate sales and thereby increase the total amount of profit generated. A 
jeweller, on the other hand, may have a high net profit margin but have a much lower level of sales 
volume. Factors such as the degree of competition, the type of customer, the economic climate and 
industry characteristics (such as the level of risk) will influence the net profit margins of a business. 


Activity 6.4 
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Calculate the net profit margin for the company for the year to 31 March 19x9. 


The net profit margin for the year to 31 March 19x9 will be: 


246.4 


Net profit margin = x 100 = 9.2% 
2681.2 
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Gross profit margin 


This ratio relates the gross profit of the business to the sales generated for the same period. Gross 
profit represents the difference between sales and the cost of sales. The ratio is therefore a measure 
of profitability in buying (or producing) and selling goods before any other expenses are taken into 
account. As cost of sales represents a major expense for retailing and manufacturing businesses, a 
change in this ratio can have a significant effect on the ‘bottom line’ (i.e. the net profit for the year). 
The gross profit ratio is calculated as follows: 


Gross profit , 100 


Gross profit margin = 
Sales 


For the year to 31 March 19x8 the ratio is as follows: 


Gross profit margin = 495.4 \ 100 = 22.1% 
2240.8 


Activity 6.5 


Calculate the gross profit margin for the company for the year to 31 March 19x9. 


The gross profit margin for the year to 31 March 19x9 is as follows: 








Gross profit margin = 609. x 100 = 22.7% 
2681.2 


The profitability ratios for the company over the two years can be set out as follows: 


19x8 19x9 
Return on owners’ equity 31.9% 25.8% 
Return on total assets 23.8% 24.17% 
Net profit margin 10.9% 9.2% 
Gross profit margin 22.1% 22.7% 


Activity 6.6 


The gross profit margin shows a slight increase in 19x9 over the previous year. This may be due to a number of 
reasons such as increase in selling prices and a decrease in the cost of sales. However, the net profit margin has 
shown a slight decline over the period. This means that operating expenses (wages, rates, insurance etc.) are 
absorbing a greater proportion of sales income in 19x9 than in the previous year. 

The net profit available to equity shareholders has risen only slightly over the period whereas the share capital 
and reserves of the company have increased considerably (see the financial statements). The effect of this has 
been to reduce the return to owners’ equity. The ROA has improved slightly in 19x9. This is primarily due to higher 
sales volumes. 


What do you deduce from a comparison of the profitability ratios over the two years? 





Common-size statements 


A useful part of any analysis is the preparation of comparative profit and loss accounts and balance 
sheets, on a common-size basis. Given below is an illustration of a common-size profit and loss 
account, which converts sales to 100, and expresses all other costs and profit figures as percentages. 
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20x1 20x2 20x3 


Sales 100 100 100 
Cost of sales 40 39 38 
Labour 25 24 26 
Administration 10 11 12 
Selling and distribution 9 9 9 
Financial costs 6 i 7 
Net profit _10 _10 8 


Such an analysis, which is very easy to do, enables the net profit margin to be analysed in detail. We 
can now see not only that the net profit margin fell by 2 per cent to 8 per cent, but how this occurred. 
The relative costs of sales over time decreased from 40 per cent to 38 per cent. The relative costs of 
labour increased in 20x3 and the relative size of administration costs increased over both 20x2 and 
20x3. An analysis of this type would suggest a need to examine labour and administration costs in 
some detail. 

Common-size balance sheets can also provide useful insights, with total assets and total claims 
both being set at 100, and with individual asset balances being shown as percentages. 


EFFICIENCY 


Efficiency ratios examine the ways in which various resources of the business are managed. The 
following ratios consider some of the more important aspects of resource management: 


average inventory turnover period; 
average settlement period for debtors; 
average settlement period for creditors; 
asset turnover ratio; 

e sales per employee. 


Average inventory turnover period 


Inventories often represent a significant investment for a business. For some types of business, (e.g. 
manufacturers) inventories may account for a substantial proportion of the total assets held. The 
average inventory turnover period measures the average period for which inventory are being held. 
The ratio is calculated thus: 


Average inventory held 


Cost of sales aes 


Inventory turnover period = 

The average inventory for the period can be calculated as a simple average of the opening and 

closing inventory levels for the year. However, in the case of a highly seasonal business, where 

inventory levels may vary considerably over the year, a monthly average may be more appropriate. 
In the case of Alexis Ltd the inventory turnover period for the year ended 31 March 19x8 is: 


(241 + 300)/2 


1745.4 x 365 = 57 days (to nearest day) 


This means that, on average, the inventory held is being ‘turned over’ every 57 days. A business will 
normally prefer a low inventory turnover period to a high period as funds tied up in inventories 
cannot be used for other profitable purposes. In judging the amount of inventory to carry, the 
business must consider such things as the likely future demand, the possibility of future shortages, 
the likelihood of future price rises, the amount of storage space available, the perishability of the 
product, etc. The management of inventories will be considered in more detail in Chapter 12. 
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This ratio is sometimes expressed in terms of months rather than days. Multiplying by 12 rather 


than 365 will achieve this. 
Activity 6.7 | 


Calculate the average inventory turnover period for Alexis Ltd for the year ended 31 March 19x9. 


The stock turnover period for the year to 31 March 19x9 will be: 





(300 + 370.8)/2 


x 365 = 59 days 
2072 


Average settlement period for debtors 


A business will usually be concerned with how long it takes for customers to pay the amounts owing. 
The speed of payment can have a significant effect on the cash flows of the business. The average 
settlement period calculates how long, on average, credit customers take to pay the amounts which 
they owe to the business. The ratio is as follows: 


Average settlement period = rade debtors x 365 


Credit sales 


We are told that all sales made by Alexis Ltd are on credit and so the average settlement period for 
debtors for the year ended 31 March 19x8 is: 


240.8 
2240.8 





x 365 = 39 days 


As no figures for opening debtors are available the year-end debtors figure only is used. This is 


common practice. 
Activity 6.8 
Calculate the average settlement period for debtors for the year ended 31 March 19x9. 


(For the sake of consistency use the year-end debtors figure rather than an average figure.) 


The average settlement period for the year to 31 March 19x39 is: 





210.2 
2681.2 





x 365 = 29 days 


A business will normally prefer a shorter average settlement period than a longer one as, once again, 
funds are being tied up which may be used for more profitable purposes. Although this ratio can be 
useful it is important to remember that it produces an average figure for the number of days debts are 
outstanding. This average may be badly distorted by, for example, a few large customers who are very 
slow payers. 


Average settlement period for creditors 


This ratio measures how long, on average, the business takes to pay its trade creditors. The ratio is 
calculated as follows: 


Trade creditors x 365 


Average settlement period = : 
Credit purchases 
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For the year ended 31 March 19x8, the average settlement period is: 


221.4 
1804.4 





x 365 = 45 days 


Once again, the year-end figure rather than an average figure for creditors has been employed in the 
calculations. 


Activity 6.9 


Calculate the average settlement period for creditors for Alexis Ltd for the year ended 31 March 19x9. 
(For the sake of consistency use a year-end figure for creditors.) 


The average settlement period is: 





228.8 . 365 = 39 days 


2142.8 


This ratio provides an average figure which, like the average settlement period for debtors ratio, can 
be distorted by the payment period for one or two large suppliers. 

As trade creditors provide a free source of finance for the business, it is perhaps not surprising 
that some businesses attempt to increase their average settlement period for trade creditors. 
However, such a policy can be taken too far and can result in a loss of goodwill by suppliers. We will 
return to the issues concerning the management of trade debtors and trade creditors in Chapter 12. 


Asset turnover ratio 


This ratio examines how effectively the assets of the business are being employed in generating 
sales revenue. The ratio is calculated as follows: 


Sales 


Asset turnover ratio owe |. 
Total assets employed 
For the year ended 31 March 19x8 this ratio for Alexis Ltd is as follows: 


2240.8 


—_—_——————. = 2.2 times 
(445.8 + 574.3) 


Once again, year-end figures have been employed although an average figure for total assets could 
also be used if sufficient information was available. 


Activity 6.10 


Calculate the asset turnover ratio for Alexis Ltd for the year ended 31 March 19x9. 
(For the sake of consistency use a year-end figure for total assets.) 


The asset turnover ratio for the year ended 31 March 19x9 will be: 





2681.2 


2 2 5 tes 
(439.4 + 622.0) 


Generally speaking, a higher asset turnover ratio is preferred to a lower ratio. A higher ratio will 
normally suggest that assets are being used more productively in the generation of revenue. 
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However, a very high ratio may suggest that the business is ‘overtrading on its assets’ i.e. it has 
insufficient assets to match the level of sales achieved. When comparing this ratio between 
businesses such factors as the age and condition of assets held, the valuation bases for assets and 
whether assets are rented or purchased outright can complicate interpretation. 

A variation of this formula is to use the total assets less current liabilities, (which is equivalent to 
long-term capital employed) in the denominator. 


Sales per employee 


This ratio relates sales generated to a particular business resource. It provides a measure of the 
productivity of the workforce. The ratio is: 


Sales per employee = Sales 
No. of employees 


For the year ended 31 March 19x8 the ratio is: 


2,240,800 = 160,057 
14 


It would also be possible to calculate sales per square metre of floor space in order to help assess 


productivity. This ratio is often used by retail businesses. 
Activity 6.11 


Calculate the sales per employee for Alexis Ltd for the year ended 31 March 19x9. 
The ratio for the year ended 31 March 19x39 is: 


2,681,200 = $148,956 
18 





The activity ratios may be summarised as follows: 


19x8 19x9 
Inventory turnover period 57 days 59 days 
Average settlement period for debtors 39 days 29 days 
Average settlement period for creditors 45 days 39 days 
Asset turnover 2.2 times 2.5 times 
Sales per employee $160,057 $148,956 


Activity 6.12 


A comparison of the efficiency ratios between years provides a mixed picture. The average settlement period 
for both debtors and creditors has reduced. The reduction may have been the result of deliberate policy 
decisions e.g. tighter credit control for debtors, paying creditors promptly in order to maintain goodwill or to 
take advantage of discounts. However, it must always be remembered that these ratios are average figures 
and, therefore, may be distorted by a few exceptional amounts owed to, or owed by, the company. 

The inventory turnover period has shown a slight decrease over the period but this may not be significant. 
Overall there has been an increase in the asset turnover ratio, which means that the sales have increased by a 
greater proportion than the assets of the company. Sales per employee, however, have declined and the 
reasons for this should be investigated. 


What do you deduce from a comparison of the efficiency ratios over the two years? 
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THE RELATIONSHIP BETWEEN PROFITABILITY AND 
EPFICIENCY 


In our earlier discussions concerning profitability ratios you will recall that return on total assets 
(ROA) is regarded as a key ratio by many businesses. The ratio is: 


_ Net profit before interest and taxation _ 


ROA 
Total assets 


100 


This ratio can be broken down into two elements as shown in Figure 6.2 below. 


Figure 6.2 > The main elements comprising the ROA ratio. 





Return on 
assets 






Sales 


Total assets 


Net profit before 
interest and taxation 


Sales 


The first ratio is, of course the net profit margin ratio and the second ratio is the asset turnover ratio 
which we discussed earlier. 

By breaking down the ROA ratio in this manner, we highlight the fact that the overall return on 
funds employed within the business will be determined both by the profitability of sales and by 
efficiency in the use of assets. 


[ Exampie 6.2 | 6.2 


Consider the following information concerning two different businesses operating in the 
same industry: 





Business 
A B 
Profit before interest and tax $20m $15m 
Total assets $100m $75m 
Sales $200m $300m 


The ROA for each business is identical (i.e. 20 per cent). However, the manner in which the return was achieved by 
each business was quite different. In the case of Business A, the net profit margin is 10 per cent and the asset 
turnover is two times (hence ROA = 10% x 2 = 20%). In the case of Business B, the net profit margin is 5 per cent and 
the asset turnover ratio is four times (hence, ROA = 5% x 4 = 20%). 

This demonstrates that a relatively low net profit margin can be compensated for by a relatively high asset 
turnover ratio and a relatively low asset turnover ratio can be compensated for by a relatively high net profit 
margin. In many areas of retailing and distribution (e.g. supermarkets and delivery services) the net profit 
margins are quite low but the ROA can be high, providing the assets are used productively. 
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LIQUIDITY 


Current ratio 


This ratio compares the ‘liquid’ assets (i.e. cash and those assets held that will soon be turned into 
cash) of the business with the short-term liabilities (current liabilities). The ratio is calculated as 
follows: 


Current assets 


Current ratio = ————_______ 
Current liabilities 
For the year ended 31 March 19x8 the current ratio of Alexis Ltd is: 


574.3 
321.8 


= 1.8 times 


The ratio reveals that the current assets cover the current liabilities by 1.8 times. In some texts the 
notion of an ‘ideal’ current ratio (usually two times or 2:1) is suggested for businesses. However, this 
fails to take into account the fact that different types of business require different current ratios. For 
example, a manufacturing business will often have a relatively high current ratio because it is 
necessary to hold stocks of finished goods, raw materials and work-in-progress. It will also normally 
sell goods on credit thereby incurring debtors. A supermarket chain, on the other hand, will have a 
relatively low ratio as it will hold only fast-moving stocks of finished goods and will generate mostly 
cash sales. 

The higher the ratio the more liquid the business is considered to be. As liquidity is of vital 
importance to the survival of a business, a higher current ratio is normally preferred to a lower ratio. 
However, if a business has a very high ratio this may suggest that funds are being tied up in cash or 
other liquid assets and are not being used as productively as they might otherwise be. 


Activity 6.13 


Calculate the current ratio for Alexis Ltd for the year ended 31 March 19x9. 
The current ratio for the year ended 31 March 19x39 is: 


622.0 
364.8 


= 1.7 times 


Acid test ratio 


This ratio (also known as the liquid ratio) represents a more stringent test of liquidity. It can be 
argued that, for many businesses, the inventory in hand cannot be converted into cash quickly. (Note 
that in the case of Alexis Ltd the inventory turnover period was more than 50 days in both years.) As 
a result, it may be better to exclude this particular asset from any measure of liquidity. The acid test 
ratio is based on this idea and is calculated as follows: 


Acid test ratio = Current assets (excluding inventory) 
Current liabilities 


The acid test ratio for Alexis Ltd for the year ended 31 March 19x8 is: 
(574.3 — 300) = 0.9 times 
321.8 
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We can see that the ‘liquid’ current assets do not quite cover the current liabilities and so the 
business may be experiencing some liquidity problems. In some types of business, however, where 
cash flows are strong, it is not unusual for the acid test ratio to be below 1.0 without causing 
liquidity problems for the particular businesses. 

The current and acid test ratios for 19x8 can be expressed as 1.8:1 and 0.9:1 respectively rather 
than as a number of times. This form can be found in some texts. The interpretation of the ratios, 
however, will not be affected by this difference in form. 


Activity 6.14 





Calculate the acid test ratio for Alexis Ltd for the year ended 31 March 19x9. 
The acid test ratio for the year ended 31 March 19x39 is: 


(622.0 — 370.8) 
364.8 


= 0.7 times 


Both the current ratio and acid test ratio derive the relevant figures from the balance sheet. As the 
balance sheet is simply a ‘snapshot’ of the financial position of the business at a single moment in 
time, care must be taken when interpreting the ratios. It is possible that the balance sheet figures are 
not representative of the liquidity position during the year. This may be due to exceptional factors or 
simply due to the fact that the business is seasonal in nature and the balance sheet figures represent 
the cash position at one particular point in the seasonal cycle only. 


Cash flows from operations ratio 


This ratio compares the operating cash flows with the current liabilities of the business. It provides a 
further indication of the ability of the business to meet its maturing obligations. The ratio is 
calculated as follows: 
Operating cash flows 
Current liabilities 


The higher this ratio, the better the liquidity of the business. This ratio has the advantage that the 
operating cash flows for a period usually provide a more reliable guide to the liquidity of a business 
than the current assets held at the balance sheet date. Alexis Ltd’s ratio for the year ended 31 March 
1 9x8 is: 

ieee = 0.5 times 

321.8 
This ratio indicates that the operating cash flows for the period are not sufficient to cover the current 
liabilities at the end of the period. 


Activity 6.15 
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Calculate the operating cash flows to maturing obligations ratio for Alexis Ltd for the year ended 
31 March 19x9: 


The ratio is: 


195 = 0.53 times 
364.8 
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The liquidity ratios for the two year period may be summarised as follows: 


19x8 19x9 
Current ratio 1.8 1.7 
Acid test ratio 0.9 0.7 
Cash flow from operations ratio 0.5 0.53 
What do you deduce from a comparison of the liquidity ratios over the two years? Activity 6.16 


The table above reveals a decrease in both the current ratio and the acid test ratio. These changes suggest a 
worsening liquidity position for the business. The company must monitor its liquidity carefully and be alert to 
any further deterioration in these ratios. The operating cash flows to maturing obligations ratio has not 
changed over the period. This ratio is quite low and reveals that the cash flows for the period do not cover the 
maturing obligations. This ratio should give some cause for concern. 





GEARING (LEVERAGE) 


Gearing occurs when a business is financed, at least in part, by contributions from outside parties. 
The level of gearing (i.e. the extent to which a business is financed by outside parties) associated 
with a business is often an important factor in assessing risk. Where a business borrows heavily it 
takes on a commitment to pay interest charges and make capital repayments. This can be a financial 
burden and can increase the risk of a business becoming insolvent. Nevertheless, it is the case that 
most businesses are geared to some extent. 

Given the risks involved, you may wonder why a business would want to take on gearing. One 
reason may be that the owners have insufficient funds and, therefore, the only way to finance the 
business adequately is to borrow from others. Another reason is that gearing can be used to increase 
the returns to owners. This is possible providing the returns generated from borrowed funds exceed 
the cost of paying interest. An example can be used to illustrate this point. 


[ Example 6.3 _| 6.3 


Two companies, X Ltd and Y Ltd, commence business with the following long-term capital structures: 





X Ltd ¥ Lta 

$ $ 

Paid-up ordinary capital 100,000 200,000 
10% loan 200,000 100,000 
300,000 300,000 


In the first year of operations they both make a profit before interest and taxation of $50,000. 

In this case X Ltd would be considered highly geared as it has a high proportion of borrowed funds in its long- 
term capital structure. Y Ltd is much lower geared. The profit available to the shareholders of each company in 
the first year of operations will be: 


continues... 
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X Ltd Y Ltd 
$ $ 
Profit before interest and taxation 50,000 50,000 
Interest payable 20,000 10,000 
Profit before taxation 30,000 40,000 
Taxation (say 25%) 7,500 10,000 
Profit available to ordinary shareholders 22,500 30,000 
The return on owners’ equity for each company will be : 
X Ltd Y Ltd 
22,500 x 100 30,000 x 100 © 

100,000 200,000 

= 22.5% = 15% 





We can see that X Ltd, the more highly geared company, has generated a better return on equity than Y Ltd. 


An effect of gearing is that returns to equity become more sensitive to changes in profits. For a highly 


geared company, a change in profits can lead to a proportionately greater change in the returns to equity. 


Activity 6.17 
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Assume that the profit before interest and tax was 20 per cent higher for each company than stated 
above. What would be the effect of this on the return on owners’ equity? 


The revised profit available to the shareholders of each company in the first year of operations will be: 











X Ltd Y Ltd 

$ $ 

Profit before interest and taxation 60,000 60,000 

Interest payable 20,000 10,000 

Profit before taxation 40,000 50,000 

Taxation (say 25%) 10,000 12,500 

Profit available to ordinary shareholders 30,000 37,500 

The return on owners’ equity for each company will now be : 

30,000 x 100 37,500 x 100 

100,000 200,000 

= 30% = 18.7% 


We can see that for X Ltd, the higher geared company, the returns to equity have increased by 33 per 
cent whereas for the lower geared company the benefits of gearing is less pronounced. The increase 
in the returns to equity for Y Ltd is less than 25 per cent. The effect of gearing, of course, can work in 
both directions. Thus, for a highly geared company a small decline in profits may bring about a much 
greater decline in the returns to equity. 


Gearing ratio 


The following ratio measures the contribution of long-term lenders to the long-term capital structure 
of a business: 
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Long term liabilities 


es 100 
Share capital + reserves + long-term liabilities 


Gearing ratio = 


The gearing ratio for Alexis Ltd for the year ended 31 March 19x8 is: 


200 


—_—_———_. x 100 = 28.6% 
(498.3 +200) 


This ratio reveals a level of gearing which would not normally be considered to be very high. 


Calculate the gearing ratio of Alexis Ltd for the year ended 31 March 19x9. Activity 6.18 


The gearing ratio for the following year will be: 


60 


—_—_—_—— x 100 = 8.6% 
(636.6 + 60) 





This ratio reveals a substantial fall in the level of gearing over the year. 


Interest cover ratio 


This ratio measures the amount of profit available to cover interest payable. The ratio may be 
calculated as follows: 


Profit before interest and taxation 


Interest cover ratio = 
Interest payable 
The ratio for Alexis Ltd for the year ended 31 March 1 9x8 is: 


(219.0 + 24) 
24 


= 10.1 times 


This ratio shows that the level of profit is considerably higher than the level of interest payable. Thus, 
a significant fall in profits could occur before profit levels failed to cover interest payable. The lower 
the level of profit coverage the greater the risk to lenders that interest payments will not be met. 


Calculate the interest cover ratio of Alexis Ltd for the year ended 31 March 19x9. Activity 6.19 


The interest cover ratio for the year ended 31 March 19x39 is: 


(240.2 + 6.2) 


interest cover ratio = = 39.7 times 





What do you deduce from a comparison of the gearing ratios over the two years? Activity 6.20 


The gearing ratios are: 


19x8 19x9 
Gearing ratio 28.6% 8.6% 
Interest cover ratio 10.1 times 39.7 times 





Both the gearing ratio and interest cover ratio have improved significantly in 19x9. This is mainly due to the fact that a 
substantial part of the long-term loan was repaid during 19x9. This repayment has had the effect of reducing the 
relative contribution of long-term lenders to the financing of the company and reducing the amount of interest payable. 
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The gearing ratio at the end of 19x9 would normally be considered to be very low and may indicate 
the business has some debt capacity (i.e. it is capable of borrowing more if required). However, the 
availability of adequate security and profitability must also be taken into account before the debt 
capacity of a business can be properly established. 


INVESTMENT RATIOS 


There are a number of ratios available that are designed to help investors assess the returns on their 
investment. Below we consider some of these ratios. 


Dividends per share 


The dividends per share ratio relates the dividends announced during a period to the number of 
shares in issue during that period. The ratio is calculated as follows: 


Dividends announced during the period 


Dividends per share = — 
No. of shares in issue 


In essence, the ratio provides an indication of the cash return that an investor receives from holding 
shares in a company. 

Although it is a useful measure, it must always be remembered that the dividends received will 
usually only represent a partial measure of return to investors. Dividends are usually only a 
proportion of the total earnings generated by the company and available to shareholders. A 
company may decide to plough back some of its earnings into the business in order to achieve future 
growth. These ploughed-back profits also belong to the shareholders and should, in principle, 
increase the value of the shares held. 

When assessing the total returns to investors we must take account of both the cash returns 
received plus any change in the market value of the shares held. 

In Example 6.2, Alexis Ltd, you should note that the capital was issued at a price of 50 cents per 
share, so the number of shares is twice the amount recorded in the accounts. The figure for 
dividends per share for Alexis Ltd for the year ended 31 March 19x8 is therefore: 


40.2 _ 67 


600 


This ratio can be calculated for each class of share issued by a company. Alexis Ltd has only ordinary 
shares in issue and therefore only one dividend per share ratio can be calculated. 


Activity 6.21 
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Calculate the dividends per share of Alexis Ltd for the year ended 31 March 19x9. 
Your answer to this activity should be as follows: 


60.0 = 9.0c 
668.2 


Dividends per share can vary considerably between companies. A number of factors will influence 
the amount a company is prepared to issue in the form of dividends to shareholders. These include 
cash availability, future commitments, investor expectations, etc. 
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Dividend payout ratio 


The dividend payout ratio measures the proportion of earnings that a company pays out to 
shareholders in the form of dividends. The ratio is calculated as follows: 


Dividends announced for the year x 100 


Dividend payout ratio =——£ —i—@§- ————_—_- 
Earnings for the year available for dividends 


In the case of ordinary shares, the earnings available for dividend will normally be the net profit after 
taxation and after any preference dividends announced during the period. This ratio is normally 
expressed as a percentage. 

The dividend payout ratio for Alexis Ltd for the year ended 31 March 19x8 is: 


Dividend payout ratio = Be x 100 = 25.5% 
159.2 


Activity 6.22 


Calculate the dividend payout ratio of Alexis Ltd for the year ended 31 March 19x9. 


Your answer to this activity should be as follows: 





Dividend payout ratio = 60.0 x 100 = 36.5% 
164.2 


Dividend yield ratio 


This ratio relates the cash return from a share to its current market value. This can help investors 
assess the cash return on their investment in the company. The ratio is: 


Dividends per share/ (1 — t) 


1 
Market value per share ls 


Dividend yield = 
The symbol t represents the company tax rate and is explained below. This ratio is also expressed as 
a percentage. 

The numerator of this ratio requires some explanation. In Australia, investors are subject to 
income tax, with rates being dependant on income. Companies are also subject to income tax at the 
company tax rate. It is clearly not fair that investors should pay tax on income (i.e. dividends) that 
has already been taxed (company profits). In order to avoid double taxation a system known as the 
‘imputation’ system has been adopted. Under this system an investor who receives a dividend from a 
company generally also receives a tax credit. This tax credit is effectively the amount of income tax 
that would be payable by the company: the company tax rate. In other words any dividend is deemed 
to have been paid out of profits taxed at the company tax rate. To avoid double taxation a tax credit 
is ‘imputed’. This means that, assuming a company tax rate of say 36 per cent, that a dividend of $64 
will be given a tax credit of $36. The investor will be deemed to have received gross income of $100 
(S64 + $36) and have paid tax of $36. The dividend is assumed to have been paid net of tax at 36 per 
cent with a recognition that the 36 per cent has been paid by the taxpayer. The ‘gross’ dividend will 
be calculated by multiplying the cash dividend by (1/(1 — t)) where t is the company tax rate. Hence if 
dividends received are $64 the gross dividends will be $64 x (1/(1 — 0.36)) assuming the tax rate is 36 
per cent, which gives $100. As far as the individual shareholder is concerned the tax authorities will 
treat the $100 as income on which 36 per cent tax has been paid. It will then be up to the individual 
shareholder to make a return. 
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Investors may wish to compare the returns from shares with the returns from other forms of 
investment. As these other forms of investment are often quoted on a ‘gross’ (i.e. pre-tax) basis it is 
useful to ‘gross up’ the dividend in order to facilitate comparisons. This can be done by dividing the 
dividend per share by (1 — t) where t is the company tax rate. 

Assuming an income tax of 36 per cent, the dividend yield for Alexis Ltd for the year ended 31 
March 19x8 is: 


Activity 6.23 


Calculate the dividend yield for Alexis Ltd for the year ended 31 March 19x9 assuming a company tax 
rate of 36 per cent. 


6.7/(1 — 0.36) 
2.50 


Dividend yield = x 100 = 4.2% 


Your answer to this activity should be as follows: 





9.0/(1 ~ 0.36) x 100 = 4.02% 


Earnings per share 


The earnings per share (EPS) of a company relates the earnings generated by the company during a 
period and available to shareholders to the number of shares in issue. For ordinary shareholders the 
amount available will be represented by the net profit after tax (less any preference dividend where 
applicable). The ratio for ordinary shareholders is calculated as follows: 


Earnings available to ordinary shareholders 


Earnings per share = — 
Number of ordinary shares in issue 


In the case of Alexis Ltd, the earnings per share for the year ended 31 March 19x8 will be as follows: 


1Bg9.2Z 
Earnings per share = ce 26.5c 
This ratio is regarded by many investment analysts as a fundamental measure of share performance. 
The trend in earnings per share over time is used to help assess the investment potential of a 
company’s shares. 
Although it is possible to make total profits rise through ordinary shareholders investing more in 
the company this will not necessarily mean that the profitability per share will rise as a result. 


Activity 6.24 


Calculate the earnings per share of Alexis Ltd for the year ended 31 March 19x9. 


The earnings per share for the year ended 31 March 19x9 will be: 


= 24.6c 





Earnings per share = 164.2 
668.2 


In this case, the new issue of shares occurred at the beginning of the financial year. Where an issue is 
made part the way through the year, a weighted average of the shares in issue will be taken based on 
the date at which the new share issue took place. 
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It is not usually very helpful to compare the earnings per share of one company with another. 
Differences in capital structures can render any such comparison meaningless. However, like 
dividends per share, it can be very useful to monitor the changes that occur in this ratio for a 
particular company over time. 


Operating cash flow per share 


It can be argued that, in the short run at least, operating cash flows provide a better guide to the 
ability of a company to pay dividends and to undertake planned expenditures than the earnings 
figure. The operating cash flow per share is calculated as follows: 


Operating cash flows — preference dividends 
No. of ordinary (equity) shares in issue 


The ratio for Alexis Ltd for the year ended 31 March 19x8 is as follows: 


160.6 _ 56 8¢ 


600.0 


Activity 6.25 


Calculate the operating cash flow (OCF) per share for Alexis Ltd for the year ended 31 March 19x9. 
Your answer should be as follows: 


OCF per share = ae 29.2c 
668.2 





Note that, for both years, the operating cash flow per share is higher than the earnings per share. 
This is not unusual. The effect of adding back depreciation in order to derive operating cash flows 
will usually ensure a higher figure is derived. 


Price earnings ratio 


The price earnings (P/E) ratio relates the market value of a share to the earnings per share. This ratio 
can be calculated as follows: 


Price earnings ratio = Market value per share 
Earnings per share 


The P/E ratio for Alexis Ltd for the year ended 31 March 19x8 will be: 


$2.50 
26.5c 


= 9.4 times 


This ratio reveals that the capital value of the share is 9.4 times higher than its current level of earnings. 
The ratio is, in essence, a measure of market confidence concerning the future of a company. The higher 
the P/E ratio the greater the confidence in the future earning power of the company and, consequently, 
the more investors are prepared to pay in relation to the earnings stream of the company. 

P/E ratios provide a useful guide to market confidence concerning the future and therefore can be 
helpful when comparing different companies. However, differences in accounting conventions between 
businesses can lead to different profit and earnings per share figures and this can distort comparisons. 

The reciprocal of the P/E ratio, expressed as a percentage, (i.e. (earnings x 100)/market price per 
share) provides a measure of earning yield. Hence a share with a P/E ratio of 10 would have an earnings 
yield of 10 per cent, while one with a ratio of 20 would have an earnings yield of only 5 per cent. 
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Activity 6.26 


Calculate the P/E ratio of the Alexis Ltd for the year ended 31 March 19x9. 


Your answer to this activity should be as follows: 


$3.50 = 14.2 
24.6c 





The investment ratios for Alexis Ltd over the two year period are as follows: 


19x8 19x9 
Dividends per share 6.7c 9.0c 
Dividend payout ratio 25.3% 36.5% 
Dividend yield ratio 3.4% 3.2% 
Earnings per share 26.5¢ 24.6 
Operating cash flow per share 26.8C 29.2c 
P/E ratio 9.4 14.2 


Activity 6.27 


What do you deduce from the investment ratios set out above? 


There has been a significant increase in the dividends per share in 19x9 when compared to the previous year. The 
dividend payout ratio reveals that this can be attributed, at least in part, to an increase in the proportion of 
earings distributed to equity shareholders. However, the payout ratio for the year ended 31 March 19x9 is still 
fairly low. Only about a third of earnings available for dividend is being distributed. The dividend yield has changed 
very little over the period and remains fairly low at less than 4.0 per cent. 

Earnings per share shows a slight fall in 19x9 when compared with the previous year. A slight fall also occurs in 
the operating cash flows per share. However, the price earnings ratio shows a significant improvement. The market 
is clearly much more confident about the future prospects of the business at the end of the year to 31 March 19x9. 


Self-Assessment Question 6.1 








A Ltd and B Ltd operate electrical wholesale stores in Sydney. The accounts of each company for 
the year ended 30 June 19x9 are as follows: 


Balance sheets for the year ended 30 June 19x9 








A Ltd B Ltd 
$000 $000 $000 $000 

Current assets 
Cash at bank 100.6 109.0 
Debtors 176.4 321.9 
Inventory at cost 592.0 403.0 

869.0 833.9 
Non-current assets 
Freehold land and buildings at cost 436.0 615.0 
Less Accumulated depreciation 76.0 360.0 105.0 510 
Fixtures and fittings at cost 173.4 194.6 
Less Accumulated depreciation 86.4 87.0 103.4 91.2 

447.0 601.2 
Total assets 1,316 1,435.1 








continues... 
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Current liabilities 






































Trade creditors 271.4 180.7 
Dividends payable 135.0 95.0 
Income tax 32.0 34.8 
438.4 310.5 
Non-current liabilities 
Debentures 190.0 250.0 
Capital and reserves 
Paid-up ordinary capital (issued at $1) 320.0 250.0 
Reserves 355.9 289.4 
Retained profit 11.7 335.2 
687.6 874.6 
Total claims 1,316 1,435.1 
Trading and profit and loss accounts for the year ended 30 June 19x9 
A Ltd B Ltd 
$000 $000 $000 $000 
Sales 1478.1 1790.4 
Less Cost of sales 
Opening inventory 480.8 372.6 
Purchases 1129.5 1245.3 
1610.3 1617.9 
Less Closing inventory 592.0 1018.3 403.0 1214.9 
Gross profit 459.8 575.5 
Less 
Wages and salaries 150.4 189.2 
Directors’ salaries 45.4 96.2 
Rates 28.5 15.3 
Heat and light 15.8 17.2 
Insurance 18.5 26.8 
Interest payments 19.4 27.5 
Postage and telephone 12.4 15.9 
Audit fees 11.0 12.3 
Depreciation 
— Freehold buildings 8.8 12.9 
— Fixtures and fittings Ald 327.9 22.8 436.1 
Net profit before tax 131.9 139.4 
Income tax 32.0 34.8 
Net profit after taxation 99.9 104.6 
Add Retained profit brought forward 46.8 325.6 
146.7 430.2 
Dividends proposed 135.0 95.0 
Retained profit carried forward 11.7 335.2 


All purchases and sales are on credit. 














The market value of the shares in each company at the end of the year were $6.50 and $8.20 respectively. 


Required: Calculate six different ratios which are concerned with liquidity, gearing and investment. What 
can you conclude from the ratios you have calculated? 
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Trend analysis 


It is important to see whether there are trends occurring that can be detected from the use of ratios. 
Thus, key ratios can be plotted on a graph to provide users with a simple visual display of changes 
occurring over time. The trends occurring within a company may be plotted against trends occurring 
within the industry as a whole for comparison purposes. An example of trend analysis is shown in 
Figure 6.3 below: 


Figure 6.3 * Graph plotting current ratio against time. 












Current 
ratio XYZ Ltd 
— a 
TT Industry average 
19X1 19X2 19X3 19X4 19X5 


Time 


Some companies publish certain key financial ratios as part of their annual report in order to help 
users identify important trends. These ratios may cover several years. 


Ratios and prediction models 


Financial ratios, based on current or past performance, are often used to help predict the future. 
However, both the choice of ratios and the interpretation of results are normally dependent on the 
judgement of the analyst. In recent years, however, attempts have been made to develop a more 
rigourous and systematic approach to the use of ratios for prediction purposes. In particular, 
researchers have shown an interest in the ability of ratios to predict financial distress in a business. 
A number of methods and models employing ratios have now been developed which claim to predict 
future financial distress. Researchers have also developed ratio-based models which claim to assess 
the vulnerability of a business to takeover by another business. These areas, of course, are of interest 
to all those connected with the business. In the future, it is likely that further ratio-based models will 
be developed which predict other aspects of future performance. 


Limitations of ratio analysis 


Although ratios offer a quick and useful method of analysing the position and performance of a 
business, they are not without their problems and limitations. Some of the more important 
limitations are considered below. 


e Quality of financial statements. It must always be remembered that ratios are based on financial 
statements and the results of ratio analysis are dependent on the quality of these underlying 
statements. Ratios will inherit the limitations of the financial statements on which they are based. 
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The restricted vision of ratios. It is important not to rely exclusively on ratios, thereby losing sight of 
information contained in the underlying financial statements. Some items reported in these 
statements can be of vital importance in assessing position and importance. For example, the 
total sales, capital employed and profit figures may be useful in assessing changes in absolute 
size which occur over time, or differences in scale between between businesses. Ratios do not 
provide such information. In comparing one figure with another, ratios measure relative 
performance and position and, therefore, provide only part of the picture. Thus, when comparing 
two businesses, it will often be useful to assess the absolute size of profits as well as the relative 
profitability of each business. For example, Company A may generate $1m profit and have a ROA 
of 15 per cent and Company B may generate $100,000 profit and have a ROA of 20 per cent. 
Although Company B has higher level of profitability, as measured by ROA, it generates lower total 
profits. 


The basis for comparison. We saw earlier that ratios require a basis for comparison in order to be 
useful. Moreover, it is important that the analyst compares like with like. When comparing 
businesses, however, no two businesses will be identical and the greater the differences between 
the businesses, the greater the limitations of ratio analysis. Furthermore, when comparing 
businesses, differences in such matters as accounting policies, financing policies and financial 
year ends will add to the problems of evaluation. 


Balance sheet ratios. Because the balance sheet is only a ‘snapshot’ of the business at a particular 
moment in time any ratios based on balance sheet figures, such as the liquidity ratios above, 
may not be representative of the financial position of the business for the year as a whole. For 
example, it is common for a seasonal business to have a financial year-end which coincides with 
a low point in business activity. Thus, inventories and debtors may be low at the balance sheet 
date and the liquidity ratios may also be low as a result. A more representative picture of 
liquidity can only really be gained by taking additional measurements at other points in the year. 





SUMMARY 


In this chapter, we saw that ratios can be used to analyse various aspects of the position and performance of a 
business. Used properly, they help provide a quick thumbnail sketch of a business. However, they require a sound 
basis for comparison and will only be as useful as the quality of the underlying financial statements permit. Although 
they can highlight certain strengths and weaknesses concerning financial performance and position, they do not 
identify underlying causes. This can only be done through a more detailed investigation of business practices and 
records. 


REVIEW QUESTIONS 


6.1 


6.2 


6.3 


6.4 


Some businesses operate on a low net profit margin (e.g. a supermarket chain). Does this mean that the return 


on assets used by the business will also be low? 


What potential problems arise for the external analyst from the use of balance sheet figures in the calculation of 


financial ratios? 


Two businesses operate in the same industry. One has an inventory turnover period that is higher than the 


industry average and one has an inventory turnover period that is lower than the industry average. 
Give three possible explanations for each ratio. 


Identify and discuss three reasons why the P/E ratio of two companies operating within the same industry may 


differ. 
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EXAMINATION-STYLE QUESTIONS 


6.1 C. George (Western) Ltd has recently produced its accounts for the current year. The Board of Directors met to 
consider the accounts and, at this meeting, concern was expressed that the return on assets had decreased from 14 
per cent last year to 12 per cent for the current year. 

The following reasons were suggested as to why this reduction in ROA had occurred: 


— 


increase in the gross profit margin; 

) reduction in sales; 

increase in overhead expenses; 

) increase in amount of inventory held; 

repayment of a loan at the year-end; and 

increase in the time taken for debtors to pay. 

State, with reasons, which of the above might lead to a reduction in ROA. 


— 


=O A000 m8 


6.2 Business A and Business B are both engaged in retailing, but seem to take a different approach to this trade 
according to the information available. This information consists of a table of ratios, shown below. 


Ratio Business A Business B 
Return on total assets (ROA) 20% 17% 
Return on owners’ equity 30% 18% 
Average settlement period for debtors 63 days 21 days 
Average settlement period for creditors 50 days 45 days 
Gross profit percentage 40% 15% 

Net profit percentage 10% 10% 
Inventory turnover 52 days 25 days 


(a) Explain how each ratio is calculated. 

(b) Describe what this information indicates about the differences in approach between the two businesses. If one of 
them prides itself on personal service and one of them on competitive prices, which do you think is which and 
why? 


6.3 Conday and Co. Ltd has been in operation for three years and produces antique reproduction furniture for the 
export market. The most recent set of accounts for the company is set out below: 


Conday and Co. 
Balance sheet as at 30 November 20x0 
$000 $000 
Current assets 
Debtors 820 
Inventory 600 
1,420 
Non-current assets itis 
Freehold land and buildings at cost 228 
Plant and machinery at cost 942 
Less Accumulated depreciation 180 __ 762 
990 
Total assets 2,410 
Current liabilities 
Bank overdraft 385 
Creditors 665 
Taxation 95 1,145 
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Non-current liabilities 
12% debentures 





Shareholders’ equity 
Paid-up capital (issued at $1 each) 
Retained profits 


Total claims 


Sales 

Less Cost of sales 

Gross profit 

Less Other expenses 

Net profit 

Income tax 

Net profit after tax 
Proposed dividends 
Retained profit for the year 


Notes 


The debentures are secured on the freehold land and buildings. 


An investor has been approached by the company to invest $200,000 by purchasing ordinary shares in the company at 


Conday and Co. 


Profit and loss account for the year ended 30 November 20x0 





$6.40 each. The company wishes to use the funds to finance a programme of further expansion. 


(a) Assess the financial position and performance of the company and comment on any features you consider to be 





significant. 


(b) State, with reasons, whether or not the investor should invest in the company on the terms outlined. 





6.4 The directors of Helena Beauty Products Ltd have been presented with the following abridged accounts for the 


current year and the preceding year: 


Sales 

Less Cost of sales 
Opening inventory 
Purchases 


Less Closing inventory 
Gross profit 


Less Expenses 
Net profit 
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Helena Beauty Products Ltd 
Profit and loss account for the year ended 30 September 


$000 


320 
2,240 
2,560 
400 


19x6 


$000 
3,600 


$000 


400 
2,350 
2,750 
_500 


19x7 


$000 
3,840 


2,250 
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Current assets 
Bank 

Debtors 
Inventory 


Non-current assets 
Total assets 


Current liabilities 


Shareholders’ equity 
Paid-up capital (issued at $1) 


Retained profits 


Total claims 


Helena Beauty Products Ltd 


$000 


8 
750 
400 


1,650 
1,018 


Balance sheet as at 30 September 
19x6 


$000 


1,158 
| 390 





2,668 
3,058 

















19x7 

$000 $000 
4 
960 
500 

1,464 

1,860 

3,324 

450 
1,766 
1,108 

2,874 

3,324 








Using six ratios, comment on the profitability and efficiency of the business as revealed by the accounts shown above. 


6.5 Threads Ltd manufactures nuts and bolts which are sold to industrial users. The abbreviated accounts for 19x8 
and 19x7 are given below. 


32 


Sales 

Less Cost of sales 
Gross profit 

Less 

Operating expenses 
Depreciation 
Interest 


Net profit before tax 
Tax 

Profit after tax 
Dividends 


Retained profit for the year 


Current assets 
Bank 

Debtors 
Inventory 


Non-current assets (see note 1) 


Total assets 
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| Threads Ltd | 
Profit and loss account for the year ended 30 September 
19x8 19x7 
$000 $000 $000 $000 
1,200 1,180 
(750) (680) 
450 500 
(208) (200) 
(75) (66) 
_{8) oe 
(291) (266) 
159 234 
(48) (80) 
111 154 
(72) (70) 
39 84 
Threads Ltd 
Balance sheet as at 30 September 
19x8 19x7 
$000 $000 $000 $000 
4 32 
156 102 
236 148 
396 | 282 
687 702 
1,083 984 
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Current liabilities 


overdraft 


Creditors 


ce 


Accruals 
Dividends payable 
Income taxation 


Non-current liabilities 


Ban 


loan (see note 2) 


Shareholders’ equity 


Paid-up capital (issued at $1 per share) 


Retained profits 


Total claims 


Note 1: Non-current assets 


Cost 1.7.19x7 
Purchases 
Cost 30.6.19x8 


Depreciation 1.7.19x7 
Charge for year 


Dep 


Net 


Note 2: 


eciation 30.6.19x8 


ook value 30.6.19x8 


500 
295 


Buildings 


238 


50 


795 
1,083 


Fixtures and Vehicles 
Fittings 


$000 
100 
_40 
140 
50 
14 
64 


76 


$000 


60 


70 
80 


500 
256 


80 
_20 
100 

40 
25 
65 


_35 


228 


756 
984 


Total 


$000 
1,080 
__60 
1,140 


378 
13 
453 


687 


The bank loan was taken up on | July 19x7 and is repayable in-six years from that date. It carries a fixed rate of interest 
of 12 per cent per annum and is secured by a fixed and floating charge on the assets of the company. 


(a) Calc 
(i) 
(11) 
(ili) 
(iv) 
(Vv) 
(vi) 
(vi 


Vii) 


late the following financial statistics for both 19x8 and 19x7, using end of year figures where appropriate: 


return on total assets; 


net profit margin; 
gross profit margin; 
current ratio; 


liquid or asset-test ratio; 


day's debtors; 
day's creditors; and 


(viii) inventory turnover. 
(b) Comment on the performance of Threads Ltd from the viewpoint of a company considering supplying a 
substantial amount of goods to Threads Ltd on usual credit terms. 
(c) What action could a supplier take to lessen the risk of not being paid should Threads Ltd be in financial difficulty? 
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When you have completed your study of this chapter you should be able to: 


distinguish between fixed costs and variable costs; 
use knowledge of this distinction to deduce the break-even point for some activity; 


make decisions on the use of spare capacity using knowledge of the relationship 


between fixed and variable costs; 


make decisions about the acceptance (or continuance) or rejection of a particular 
contract or activity, based on knowledge of the relationship between fixed and variable 


costs. 


ee 


This chapter is concerned with the relationship between volume of activity, costs and profit. 
Broadly, costs can be divided between costs that are fixed, relative to the volume of activity, and 
those that vary with the level of output. We shall consider how we can use knowledge of this 
relationship to make decisions and assess risk, particularly in the context of short-term decisions. 


The behaviour of costs 


It is an observable fact that for many commercial/business activities, costs may be broadly classified as: 


e those that stay fixed (the same) when changes occur to the volume of activity; and 
e those that vary according to the volume of activity. 


These are known as fixed costs and variable costs respectively. 


We shall see in this chapter that knowledge of how much of each type of cost is involved with some 
particular activity can be of great value to the decision maker. 


FIAED COSTS 


The way in which fixed costs behave is depicted in Figure 7.1. 


Figure 7.1 » Graph of fixed cost(s) against the level of activity. 


Cost ($) 
“TI 


Volume of activity (units of output) 


OF is the amount of fixed costs and this stays the same irrespective of the level of activity. 
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A business operates a small chain of hairdressing salons. 
Can you give some examples of costs that are likely to be fixed for this business? 


We came up with the following: 


° Rent 

¢ Insurance 

¢« Cleaning costs 
¢ Staff salaries 


Staff salaries and wages are sometimes discussed in books as being variable costs. In fact, they tend to be fixed. 
People are generally not paid according to the level of output and it is not normal to sack staff when there is a 
short-term downturn in activity. If there is a long-term downturn in activity, or at least it looks that way to 
management, redundancies may occur, with fixed cost savings. This, however, is true of all costs. If there is seen to 
be a likely reduction in demand the business may decide to close some branches and make rent cost savings. Thus 
fixed does not mean set in stone for all times, it usually means fixed over the short to medium-term. 
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It is important to be clear that ‘fixed’, in this context, only means that the cost is not altered by 
changes in the level of activity. 

Fixed costs are likely to be affected by inflation. If rent (a typical fixed cost) goes up due to 
inflation, a fixed cost will have increased, but not due to a change in the level of activity. 

Fixed costs are not the same amount, irrespective of the time period involved. Fixed costs are 
almost always ‘time-based’ i.e. they vary with the length of time concerned. The rent charge for two 
months is normally twice that for one month. Thus fixed costs normally vary with time, but (of 
course) not with the level of output. You should note that when we talk of fixed costs being, say 
$1,000, we must add the period concerned, say $1,000 per month. 


Activity 7.2 


Do fixed costs stay the same irrespective of the level of output, even when there is a massive rise in 
the level of output? 
Think in terms of the rent cost for the hairdressing business. 


In fact, the rent is only fixed over a particular range (known as the ‘relevant’ range). If the number of people 
wanting to have their hair cut etc. by the business increased it would have to expand its physical size eventually. 
This might be by opening additional branches, or perhaps by moving existing branches to larger premises in the 
same vicinity. It may be possible to cope with relatively minor increases in activity by using existing space more 
efficiently, or having longer opening hours. If activity continued to expand, increased rent charges would seem 
inevitable. In practice the situation would look something like Figure 7.2. 


Figure 7.2 * Graph of rent cost against the level of activity. 
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At lower levels of activity the rent cost would be OR. As the level of activity expands, the 
accommodation becomes inadequate and further expansion requires an increase in premises and, 
therefore, cost. This higher level of accommodation provision will enable further expansion to take 
place. Eventually, further costs will need to be incurred if further expansion is to occur. 


VARIABLE COSTS 


These are costs which vary with the level of activity. In a manufacturing business, for example, this 
would include raw materials used. 
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Can you think of some examples of variable costs in the hairdressing business? 


We can think of a couple: 


¢ Lotions and other materials used. 
¢« Laundry costs to wash towels used to dry the hair of customers. 


As with many types of business activity, variable costs of hairdressers tend to be relatively light in comparison to 
fixed costs, i.e. fixed costs tend to make up the bulk of total costs. 


Variable costs are represented graphically as in Figure 7.3. 


Figure 7.3 * Graph of the cost of lotions and other materials against the level of activity. 
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At zero level of activity the cost is zero. This cost increases in a straight line as activity increases. 

The straight line for variable cost on this graph implies that the cost of materials will normally be 
the same per unit of activity irrespective of the level of activity concerned. In some cases, however, 
the line is not straight because at high levels of output economies of scale may be available. For 
example labour may be able to be employed more efficiently with higher volumes of activity. 
Similarly, the relatively large quantities of material and services bought may enable the business to 
benefit from bulk discounts and general power in the market place. 

On the other hand, there are circumstances where a high level of demand may cause a shortage of 
a commodity, thus pushing prices up at the higher end of activity. To obtain more labour hours it 
may be necessary to pay higher salaries or wages to attract suitable additional employees or pay 
overtime premiums to encourage existing employees to work longer hours. 

The fact that the line may not, in practice, be perfectly straight is probably not worth taking into 
account, in most cases. This is because all of the information used in the analysis is based on 
estimates of the future. Since this will inevitably be flawed to some extent, it seems pointless to be 
pedantic about minor approximations, like assuming that the variable costs can be represented by a 
straight line when strictly this is invalid. Only where significant economies or diseconomies of scale 
are involved is it necessary to take into account the non-linearity of the variable costs. 


SEMI-FIXED (SEMI-VARIABLE) COSTS 


In some cases costs have both fixed and variable elements to them. An example might be the 
electricity cost for the hairdressing business. Some of this will be for heating and lighting and this 
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part is probably fixed, at least until the volume of activity expands to a point where longer opening 
hours or larger premises are necessary. The other part of the cost will vary with the level of activity. 
Here we are talking about such things as power for hairdryers etc. 

Usually it is not very obvious how much of each element a particular cost contains. It is usually 
necessary to look at past experience here. If we have data on what the electricity cost has been for 
various levels of activity, say the relevant data over several three-month periods, we can estimate the 
fixed and variable portions. This is often done graphically, as shown in Figure 7.4. We tend to use 
past data here purely because it provides us with an estimate of future costs; past costs are not, of 
course, relevant for their own sake. 


Figure 7.4 * Graph of electricity cost against the level of activity. 
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Each of the dots in the graph is a reading of the electricity charge for a particular level of activity 
(probably measured in term of sales revenue). The heavy line on the the graph is an estimate of ‘the 
line of best fit’. This means that, to us, it is the line that best seemed to represent the data. A better 
estimate can usually be made using a statistical technique (‘least squares regression’), which does 
not involve drawing graphs and making estimates. In practice it probably does not make too much 
difference which approach is taken. | 

From the graph we can say that the fixed element of the electricity cost is the amount represented 
by the vertical distance from the zero point (bottom left hand corner) of the graph to the point where 
the heavy line crosses the vertical axis of the graph. The variable cost per unit is the amount that the 
graph rises for each increase in the volume of activity. 

Now that we have considered the nature of fixed and variable costs we can go on to do something 
useful with that knowledge. 


Break-even analysis 


If, in respect of a particular activity, we know the total fixed costs for a period and the total variable 
cost per unit, we can produce a graph like Figure 7.5. 

Figure 7.5 shows a fixed cost area. Added to this is the variable cost, the wedge shaped portion at 
the top of the graph. The uppermost line represents the total cost at any particular level of activity. 
This total is the vertical distance between the graph’s horizontal axis and the uppermost line for the 
particular level of activity concerned. Logically enough, the total cost at zero activity is the amount of 
the fixed costs. This is because, even where there is nothing going on, the business will still be 
paying rent, salaries etc., at least in the short-term. The fixed cost is augmented by the amount of the 
relevant variable costs, as the volume of activity increases. 
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Figure 7.5 * Graph of total cost against level of activity. 
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If we superimpose, on this total cost graph, a line representing total revenue for each level of 
activity we obtain the graph shown in Figure 7.6. 


Figure 7.6 * Break-even chart. 
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Note that at zero level of activity (zero sales) there is zero sales revenue. The profit (total sales 
revenue less total cost) at various levels of activity is the vertical distance between the total sales 
line and the total cost line, at that particular level of activity. At the break-even point there is no 
vertical distance between these two lines and thus there is no profit, i.e. the activity breaks even. 
Below break-even point a loss will be incurred, above break-even point there will be a profit. The 
further below break-even point, the higher the loss. The further above, the higher the profit. 

As you may imagine, deducing break-even points by graphical means is a laborious business. It 
may have struck you that since the relationships in the graph are all straight line ones, it would be 
easy to calculate the break-even point. 

We know that at break-even point (but not at any other point). 


total revenues = total costs 
i.e. total revenues = fixed costs + total variable costs 


If we call the number of units of output at break-even point b, then: 


b x sales revenue per unit = fixed costs + (b x variable costs per unit) 
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thus, 
(b x sales revenue per unit ) — (b x variable costs per unit) = fixed costs 


and, 
b x (sales revenue per unit — variable costs per unit) = fixed costs 


giving 
b = fixed costs/(sales revenue per unit — variable costs per unit) 


If you look back at the break-even chart this looks logical. The total cost line starts off with an 
‘advantage’ over the sales revenue line equal to the amount of the fixed costs. Because the sales 
revenue per unit is greater than the variable cost per unit, the sales revenue line will gradually catch 
up with the total cost line. The rate at which it will catch it up is dependent on the relative 
steepnesses of the two lines and the amount that it has to catch up is the amount of the fixed costs. 
Bearing in mind that the slopes of the two lines are the variable cost per unit and the selling price 
per unit, the above equation for calculating b looks perfectly logical. 


[ Example 7.1_| v1 


Cottage Industries Ltd makes baskets. The fixed costs of operating the workshop for a month total 
$1,500. Each basket requires materials which cost $6. Each basket takes two hours to make and the 
business pays the basket makers $9 an hour. The basket makers are all on contracts such that if they 
do not work for any reason, they are not paid. The baskets are sold to a wholesaler for $30 each. 

What is the break-even point for basket making for the business? 





The break-even point (in number of baskets) 


= fixed costs/(sales revenue per unit — variable costs per unit) 
= $1,500/[$30 — (6 + 18)] = 250 baskets per month. 


Note that the break-even point must be expressed with respect to a period of time. 





Activity 7.4 


Can you think of reasons why the managers of a business might find it useful to know the break-even 
point of some activity which they are planning to undertake? 


The usefulness of being able to deduce break-even point is to compare the planned or expected level of activity 
with the break-even point and so make a judgement concerning the riskiness of the activity. Operating only 
just above the level of activity necessary in order to break-even may indicate that it is a risky venture, since 
only a small fall from the planned level of activity could lead to a loss. 





Activity 7.5 


Cottage Industries Ltd (see the above example) expects to sell 500 baskets a month. The business 
has the opportunity to rent a basket making machine. Doing so would increase the total fixed costs 
of operating the workshop for a month to $6,000. Using the machine would reduce the labour time 
to one hour per basket. The basket makers would still be paid $9 an hour. 





continues... 
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How much profit would the business make each month from selling baskets: 
(a) assuming that the basket making machine is not rented; and 

(b) assuming that it is rented? 

What is the break-even point if the machine is rented? 

What do you notice about the figures you calculate? 


Estimated profit, per month, from basket making: 





Without the machine With the machine 

$ $ $ $ 

Sales (500 x $30) 15,000 15,000 
Less Materials (500 x $6) 3,000 3,000 

Labour (500 x 2 x $9) 9,000 

(500 x 1 x $9) 4,500 
Fixed costs 1,500 6,000 

13,500 13,500 

Profit $1,500 $1,500 


| 


The break-even point (in number of baskets) with the machine 


= fixed costs/(sales revenue per unit - variable costs per unit) 
= $6,000/[$30 — (6 + 9)] = 400 baskets per month. 


The break-even point without the machine is 250 baskets per month (see the above example). 

There seems to nothing to choose between the two manufacturing strategies regarding profit, at the estimated sales 
volume. There is, however, a distinct difference between the two strategies regarding the break-even point. Without the 
machine, the actual level of sales could fall by a half of that which is expected (from 500 to 250) before the business would 
fail to make a profit. With the machine a 20 per cent fall (from 500 to 400) would be enough to cause the business to fail to 
make a profit. On the other hand, for each additional basket sold, above the estimated 500, an additional profit of only $6 
(i.e. $30 - 6 — 18) would be made without the machine, whereas $15 (i.e. $30 - 6 —- 9) would be made with the machine. 


The difference between the output and the break-even volume is known as the margin of safety, and 
provides an indication of the risks involved. We will consider this factor in more detail later in this 
chapter. We shall take a closer look at the relationship between fixed costs, variable costs, break- 
even and the advice which we might give the management of Cottage Industries Ltd, after we have 
briefly considered the notion of ‘contribution’. 


Contribution 


The bottom part of the break-even formula, (sales revenue per unit — variable costs per unit), is 
known as the ‘contribution’ per unit. Thus for the basket making activity, without the machine, the 
contribution per unit is $6 and with the machine it is $15. This can be quite a useful figure to know in 
a decision-making context. It is known as contribution because it contributes to meeting the fixed 
costs and, if there is any excess, it also contributes to profit. 

The variable cost per unit is also known as the marginal cost, i.e. the additional cost of making 
one more basket. 


Profit-volume charts 


A slight variant of the break-even chart is the profit-volume (PV) chart. A typical PV chart is shown in 
Figure 7.7. 
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Figure 7.7 * Profit-volume chart. 
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The profit-volume chart is obtained by plotting loss or profit against volume of activity. The slope 
of the graph is equal to the contribution per unit, since each additional unit sold decreases the loss, 
or increases the profit, by the sales revenue per unit less the variable cost per unit. At zero level of 
activity, there are no contributions so there is a loss equal to the amount of the fixed costs. As the 
level of activity increases, the amount of the loss gradually decreases until the break-even point is 
reached. Beyond the break-even point, profits increase as activity increases. 

It may have occurred to you that the profit-volume chart does not tell us anything not shown by 
the break-even chart. Though it is true that nothing new is provided by the profit-volume chart, 
information is perhaps more easily absorbed from this chart. This is particularly true of the profit at 
any level of volume. This information is provided by the break-even chart as the vertical distance 
between the total cost and total sales revenue lines. The profit-volume chart, in effect, combines the 
total sales revenue and total variable cost lines, which means that profit (or loss) is actually plotted. 


Margin of safety and operating gearing 


Going back to Activity 7.5, we saw that the following situation exists: 


Without the machine With the machine 
Expected level of sales 500 500 
Break-even point 250 400 
Difference (margin of safety) 
Number of baskets 250 100 
Percentage of estimated level of sales 50% 20% 


Activity 7.6 


What advice would you give Cottage Industries Ltd about renting the machine on the basis of the 
margin of safety figures? 


It is a matter of personal judgement, which in turn is related to individual attitudes to risk, as to which strategy 
to adopt. Most people, however, would prefer the strategy of not renting the machine since the ‘margin of 
safety’ between the expected level of activity and the break-even point is much greater. The margin of safety 
gives the extent to which the planned level of output or sales lies above the break-even point. 
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The relative margins of safety are directly linked to the relationship between the selling price per 
basket, the variable costs per basket and the fixed costs per month. Without the machine the 
contribution (selling price less variable costs) per basket is $6. With the machine it is $15. On the 
other hand, without the machine the fixed costs are $1,500 a month, with the machine they are 
$6,000. This means that with the machine the contributions have more fixed costs to ‘overcome’ or 
recover, before the activity becomes profitable. On the other hand, the rate at which the 
contributions can overcome/recover fixed costs is higher with the machine, because variable costs 
are lower. This means that one more, or one less, basket sold has a greater impact on profit than it 
does if the machine is not rented. 

The relationship between contribution and fixed costs is known as ‘operating gearing’. An activity 
with relatively high fixed costs compared with its variable costs is said to have high operating gearing. 

Thus Cottage Industries Ltd is more highly operationally geared with the machine than it would be 
without the machine. Renting the machine quite dramatically increases the level of operating 
gearing because it causes an increase in fixed costs, but at the same time it leads to a reduction in 
variable costs per basket. 

The reason why the word ‘gearing’ is used in this context is that, as with intermeshing gear wheels 
of different circumferences, a movement in one of the factors (volume of output) causes a more than 
proportionate movement in the other (profit). The word ‘leverage’ is also used. 

We can illustrate this with Cottage Industries Ltd’s basket making activities: 


Without the machine With the machine 
Volume 500 1,000 1,500 500 1,000 1,500 
$ $ $ $ $ $ 
Contributions* 3,000 6,000 8,000 7,500 15,000 22,500 
Less Fixed costs 1,500 1,500 1,500 6,000 6,000 6,000 
Profit 1,500 4,500 7,500 1,500 9,000 16,500 


* S6 per basket without the machine and $15 per basket with it. 


Note that without the machine (low operating gearing), a doubling of the output from 500 to 1,000 
brings a trebling of the profit. With the machine (high operating gearing), doubling output causes 
profit to rise by six times. 

The effect of operating gearing can be represented by Figure 7.8. An amount of rotation by the 
larger gear wheel (representing volume of output) causes a larger amount of rotation by the smaller 
wheel (representing profit). 


Figure 7.8 + The effect of operating gearing. 
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Activity 7.7 


In general terms, what types of business activity tend to be most highly operationally geared? 
Hint: Cottage Industries Ltd might give you some idea. 


In general, activities that are capital-intensive tend to be more highly geared since renting or owning capital 
equipment gives rise to fixed costs and can also give rise to lower variable costs. 


Weaknesses of break-even analysis 


As we have seen, break-even analysis can provide some useful insights into the important 
relationship between fixed costs, variable costs and the volume of activity. It does, however have its 
weaknesses. There are probably three general points: 


e Non-linear relationships. The normal approach to break-even analysis assumes that the relationships 
between sales revenues, variable costs and volume are strictly straight-line ones. In real life this 
is unlikely to be true. 

This is probably not a major problem, since break-even analysis is normally conducted in 
advance of the activity actually taking place. Our ability to predict future costs, revenues etc. is 
somewhat limited, so minor variations from strict linearity are unlikely to be significant. 

e Stepped fixed costs. Most fixed costs are not fixed over all volumes of activity. They tend to be 
‘stepped’ in the way depicted in Figure 7.2 on page 157. This means that, in practical 
circumstances, great care must be taken in making assumptions about fixed costs. The problem 
is particularly heightened because most activities will probably involve fixed costs of various 
types (rent, supervisory salaries, administration costs) all of which are likely to have steps at 
different points. 

e Multiproduct businesses. Most businesses do not do just one thing. This is a problem for break-even 
analysis since it raises problems of the affect of additional sales of one product or service on 
sales of another of the business’s products or services. There is also the problem of identifying 
the fixed costs of one particular activity. Fixed costs, like rent, etc., tend to relate to more than 
one activity, for example two activities may be carried out in the same rented premises. There are 
ways of dividing fixed costs between activities, but these tend to be arbitrary, which calls the 
value of the break-even analysis into question. 


Marginal analysis/relevant costing 


When we are trying to decide between two or more possible courses of action and where economic 
costs and benefits are the decision-making criteria, only costs that vary with the decision should be 
included in the decision analysis. For example, a householder wants a house decorated. Two 
decorators have been asked to price the job. One of them will do the work for $2,000, the other one 
wants $2,400, in both cases on the basis that the householder will supply the materials. It is believed 
that either of the decorators will do an equally good job. The materials will cost $700 irrespective of 
which decorator does the work. Assuming that the householder wants the house decorated at the 
lower cost, the two contractors’ prices will be compared and a decision made on that basis. The cost 
of the materials is irrelevant because it will be the same in each case. It is only possible to 
distinguish rationally between courses of action on the basis of differences between them. 
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For many decisions which involve relatively small variations from existing practice and/or are for 
relatively limited periods of time, fixed costs are not relevant to the decision because they will be the 
same irrespective of the decision made. This is because either: 


e fixed costs tend to be impossible to alter in the short-term; or 
e managers are reluctant to alter them in the short-term. 


Suppose that a business occupies premises which it owns in order to carry out its activities. There is 
a downturn in demand for the service that the business provides and it would be possible to carry on 
the business from smaller, cheaper premises. Does this mean that the business will sell its old 
premises and move to new ones overnight? Clearly it cannot mean this. This is partly because it is 
not usually possible to find a buyer for premises at very short notice and it may be difficult to move 
premises quickly where there is, say, delicate equipment to be moved. Apart from external 
constraints on the speed of the move, management may feel that the downturn might not be 
permanent and would thus be reluctant to take such a dramatic step as to deny itself the opportunity 
to benefit from a possible revival of trade. 

The business’s premises may provide an example of an area of one of the more inflexible types of 
cost, but most fixed costs tend to be broadly similar in this context. 

We shall now consider some decision making areas where fixed costs can be regarded as irrelevant 
and analyse decisions in those areas. Areas covered are: 


e accepting/rejecting special contracts; 

e the most efficient use of scarce resources; 
e make or buy decisions; and 

e closing or continuance of a section. 


The fact that the decisions we are considering here are short-term, means that the objective of 
wealth enhancement will be promoted by pursuing a policy of seeking to generate as many net cash 
inflows as possible. 


ACCEPTING/REJECTING SPECIAL CONTRACTS 


Activity 7.8 


Cottage Industries Ltd (our old friend) has spare capacity in that it has spare basket makers, etc. An 
overseas retail chain has offered the business an order for 300 baskets at a price of $27 each. 

Without considering any wider issues should the business accept the order? Assume that the 
business does not rent the machine. 





Since the fixed costs will be incurred in any case, they are not relevant to this decision. 

All we need to do is to see whether the price offered will yield a contribution. If it will the business will be better off 
by accepting the contract than by refusing it. We know that the variable costs per basket total $24 thus each basket 
will yield a contribution of $3 (i.e. $27 — 24) — $900 in all. Whatever else may be happening to the business, it will be 
$900 better off by taking this contract than by refusing it. : 


As ever with decision making, there are other factors that are either difficult or impossible to 
quantify, which should be taken account of before reaching a final decision. In the present case these 
could include: 


e The possibility that spare capacity will be ‘sold off cheaply when there is another potential 
customer who will offer a higher price, but by which time the capacity will be fully committed. It 
is a matter of commercial judgement as to how likely this will be. 
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e The problem that selling the same product, but at different prices, could lead to a loss of 
customer goodwill. The fact that each price will be to customers in different countries may be 
sufficient to avoid this potential problem. | 

e If the business is going to suffer continually from being unable to sell its full production 
potential at the ‘regular’ price, it might be better, in the long run, to reduce capacity and make 
fixed cost savings. Using the spare capacity to produce marginal benefits may lead to the 
business failing to address this issue. 

e Onamore positive note, the business may see this as a way of breaking into the overseas market. 
This is something that might be impossible to achieve if the business charges its regular price. 


THE MOST EFFICIENT USE OF SCARCE RESOURCES 


We tend to think in terms of the size of the market being the brake on output. That is to say that the 
ability of a business to sell is likely to limit production, rather than the ability to produce limiting sales. 
In some cases, however, it is a limit on what can be produced which limits sales. Limited production 
might stem from a shortage of any factor of production — labour, raw materials, space, machinery, etc. 

The most profitable combination of products will occur where the contribution per unit of the 
limiting factor is maximised. 


A business provides three different services, the details of which are as follows: Example 7.2 
Service (code name) AX107 AX109 AX220 
Selling price per unit $50 $40 $65 
Variable cost per unit $25 $20 $35 
Contribution per unit $25 $20 $30 
Labour time per unit 5 hours 3 hours 6 hours 





Within reason the market will take as many units of each service as can be provided, but the ability to 

provide the service is limited by the availability of labour, all of which needs to be skilled. Fixed costs are not 
affected by the choice of service provided because provision of all three services uses the same production 
facilities. 

The most profitable service is AX109 because it generates a contribution of $6.67 (i.e. $20/3) per hour. The 
other two only generate $5.00 each per hour ($25/5 and $30/6). 

Your first reaction may have been that the business should only provide service AX220, because this is the 
one that yields the highest contribution per unit sold. If so, you are making the mistake of thinking of the ability 
to sell as being the limiting factor. If you are not convinced by the above analysis, take an imaginary number of 
available labour hours and ask yourself what is the maximum contribution (and, therefore, profit) that could be 
made by providing each service exclusively. Bear in mind that there is no shortage of anything else, including 
market demand, just a shortage of labour. 


A business makes three different products, the details of which are as follows: Activity 7.9 








Product (code name) B14 B17 B22 
Selling price per unit $25 $20 $23 
Variable cost per unit $10 $8 $12 
Weekly demand (units) 25 20 30 
Machine time per unit 4 hours 3 hours 4 hours 


continues... 
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Fixed costs are not affected by the choice of product because all three: Products use ‘the sa me machin 2. 
Machine time is limited to 148 hours a week. = 
Which combination of pEOehers should be manufactured if the t business is to 0 produce : 



























Product B14 
Selling price per unit $25 | 
Variable cost per unit $10 
Contribution per unit _ . $15 — | 
Machine time per unit "4hours 3 — — 
Contribution per machine hour $3.75 $4.00 
Order of priority | 2nd > =. Ast 
Therefore: _ 
Produce 20 units of product B17 using 


22 units of product B1 4 using - 


ye oe fost aeaate?: 











' The possibilities for improving matters which occurred to us are as follows: 
° Contemplate obtaining additional machine time. This could mean obtaining a new machine, subc 
| machining to another business or, perhaps, squeezing a few more hours | per week out o ‘the bus 
machine. Perhaps a combination of two or more of these i isa possibili lity. oo 
distil ios ened ina wey that seem less time ) per unit on the machine, 











Ae derma caniet oe mn at ‘aresunt aan ~ may het more portant | in aha: 
contribution on each unit sold than to take one of the other courses of action to overcom : 








sends to pay i have athe: remaining Bids ed ee a Sen eee aspen that no 0 fixed or 
variable costs would be saved as a result of not d doing the machining ‘in house’? . _ 
Would there be a different maximum if we were considering the B22s? © 














If the remaining three B14s were subcontracted at no cost, the business would be abie to earn acon’ ribu 

which it would not otherwise be able to gain. Any price up to $15 per unit would be wort | pa 

undertake the machining, therefore. ‘Naturally the business would prefer to pay as little as Posslt q 

$15 would still make it worthwhile subcontracting the machining. : . 
This would not be true of the B22s because they have a different contribution per unit; $11 

figure in their case. 
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MAKE OR BUY DECISIONS 


Businesses are frequently confronted by the need to decide whether to produce the product or 
service, which they sell, themselves or buy it in from some other business. Thus a producer of 
electrical appliances might decide to subcontract the manufacture of one of its products to another 
business, perhaps because there is a shortage of production capacity in the producer’s own factory, 
or it believes it to be cheaper to subcontract than to make the appliance itself. 

It might just be part of a product that is subcontracted. For example, the producer may have a 
component for the appliance made by another manufacturer. In principle there is hardly any limit to 
the scope of make or buy decisions. Virtually any part, component or service, which is required in 
production of the main product or service or the main product or service itself, could be the subject 
of a make or buy decision. So, for example, the personnel function of a business, which is normally 
performed ‘in house’, could be subcontracted. At the same time, electrical power, which is typically 
provided by an outside electrical utility business, could be generated ‘in house’. 


[ Example 7.3 _| 13 


Jones Ltd needs a component for one of its products. It can subcontract production of the component 
to a subcontractor who will provide the components for $20 each. The business can produce the 
components internally for total variable costs of $15 per component. 

Jones Ltd has spare capacity. Should the component be subcontracted or produced internally? 





The answer is that Jones Ltd should produce the component internally since the variable cost of 
subcontracting is greater by $5 than the variable cost of internal manufacture. 





Activity 7.12 


Shah Ltd needs a component for one of its products. It can subcontract production of the 
component to a subcontractor who will provide the components for $20 each. The business can 
produce the components internally for total variable costs of $15 per component. 

Shah Ltd has no spare capacity, so it can only produce the component internally by reducing its 
output of another of its products. While it is making each component it will lose contributions of $12 
from the other product. 

Should the component be subcontracted or produced internally? 





The answer is to subcontract. 


The relevant cost of internal production of each component is: 


$ 

Variable cost of production of the component 15 
Opportunity cost of lost production of the other product 12 
$27 


This is obviously more costly than the $20 per component which will have to be paid to the subcontractor. 
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CLOSING OR CONTINUANCE OF A SECTION OR DEPARTMENT 


It is quite common for businesses to account separately for each department or section to try to 
assess the relative effectiveness of each one. 


[ Exampie7.4 | 7.4 


Goodsports Ltd is a retail shop which operates through three departments all in the same 
premises. The three departments occupy roughly equal areas of the premises. 


The trading results for the year just finished showed the following: 





Sports Sports General 
Total equipment clothes clothes 
$000 $000 $000 $000 
Sales 534 254 — 183 97 
Costs 482 213 163 106 
Profit / (loss) 52 41 20 _ (9) 


It would appear that if the general clothes department were to close, the business would be more profitable, by 
$9,000 a year, assuming last year’s performance to be a reasonable indication of future performance. 

When the costs are analysed between those that are variable and those that are fixed, however, the following 
results were obtained: 


Sports Sports General 

Total equipment clothes clothes 

$000 $000 $000 $000 

Sales 534 254 183 97 
Variable costs 344 167 117 60 
Contribution 190 87 66 37 
Fixed costs (rent etc) 138 46 46 _46 
Profit / (loss) 52 41 20 _ (9) 


Now it is obvious that closing the general clothes department, without any other developments, would make the 
business worse off by $37,000 (the department's contribution). The department should not be closed because it 
makes a positive contribution. The fixed costs would continue whether the department closed or not. As can be seen 
from the above analysis, distinguishing between variable and fixed costs can make the picture a great deal clearer. 
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In 


department should not be closed ‘without any other developments’. 


or 


Activity 7.14 


our consideration of the Goodsports Ltd example, it was stated that the general clothes 


What ‘other developments’ could affect this decision either making continuation more attractive 
less attractive? 


The things we could think of are as follows: 


Khan Ltd can make three products (A, B and C) using the same machines. Various estimates for next 


ye 


Expansion of the other departments or replacing the general clothes department with a completely new 
activity. This would only make sense if the space currently occupied by the general clothes department could 
generate contributions totalling at least $37,000 a year. 

Subletting the space occupied by the general clothes department. Once again, this would need to generate a 
net figure of $37,000 a year to make it more financially beneficial than keeping the department open. 

There may be advantages in keeping the department open even if it generated no contribution (assuming no 
other use for the space). This is because customers may be attracted into the shop because it has general 
clothing and they may then buy something from one of the other departments. By the same token the activity 
of a subtenant might attract customers into the shop. On the other hand it might drive them away. 


Self-Assessment Question 7.1 


ar have been made as follows: 

Product A B C 

$ $ $ 
Selling price 30 39 20 
Variable material cost 15 18 10 
Other variable production costs 6 10 5 
Share of fixed overheads 8 12 4 
Time per unit required on machines (hours) 2 3 1 


Fixed overhead costs for next year are expected to total $40,000. 


Required: 
(a) If the business were to make only product A next year, how many units would it need to make in 


order to break even? (Assume for this part of the question that there is no effective limit to market 
size and production capacity.) 


(b) If the business has maximum machine capacity for next year of 10,000 hours, in which order of 


(c) 


preference would the three products come? 
If the maximum market for next year for the three products is as follows: 


e Product A 3,000 units 
¢ Product B 2,000 units 
¢ Product C 5,000 units 


What quantities of which product should the business make next year and how much profit would 
this be expected to yield? 
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SUMMARY 


In this chapter we have seen that costs broadly divide into those that are fixed relative to the level of activity and those 
that are not affected by changes in the level of activity. Knowledge of how this distinction applies to any particular 
activity enables us to undertake break-even analysis, i.e. deducing the break-even point for the activity. We have also 
seen that, for short-run decisions, all fixed costs (i.e. costs which do not vary with the level of activity) can be assumed 
to be irrelevant and all variable costs can be assumed to be relevant. This helps us to make decisions on the use of 
spare capacity, on the most effective use of scarce resources, on short-term make or buy decisions and on decisions 
relating to the continuance or deletion of part of a business. 


REVIEW QUESTIONS 
7.1 Define the terms ‘fixed cost’ and ‘variable cost’. 
7.2 What is meant by the ‘break-even point’ for an activity? 
How is the break-even point calculated? 
7.3. When we say that some business activity has ‘high operating gearing’, what do we mean? 
7.4 If there is a scarce resource which is restricting sales, how will the business maximise its profit? 


EXAMINATION-STYLE QUESTIONS 


7.1 The management of your company is concerned about its inability to obtain enough fully trained labour to enable 
it to meet its present budget projection. 


L¥2 


Product Alpha Beta 
$ $ 


Direct costs 














Materials 6,000 4,000 5,000 15,000 
Labour 9,000 6,000 12,000 27,000 
Expenses 3,000 2,000 2,000 7,000 

Allocated fixed costs 13,000 8,000 —-12,000 33,000 

Total cost 31,000 20,000 31,000 82,000 

Profit 8,000 9,000 2,000 19,000 

Sales $39,000 $29,000 $33,000 $101,000 








The amount of labour likely to be available amounts to $20,000. You have been asked to prepare a statement 
ensuring that at least 50 per cent of the budgeted sales are achieved for each product and the balance of labour used 


to produce the greatest profit. 


(a) Prepare a statement showing the greatest profit available from the limited amount of skilled labour available, 


within the constraint stated. 
(b) Provide an explanation of the method you have used. 
(c) Provide an indication of any other factors that need to be considered. 


7.2 Lannion and Co is engaged in providing and marketing a standard cleaning service. Summarised results for the 


past two months reveal the following: 


Gamma 


$ 











Total 
$ 











October November 
Sales (units of the service) 200 300 
Sales ($) 5,000 7,500 
Operating profit ($) 1,000 2,200 


There were no price changes of any description during these two months. 


(a) Deduce the break-even point (in units of the service) for Lannion. 
(b) State why the company might find it useful to know its break-even point. 
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7.3 A hotel group prepares accounts on a quarterly basis. The senior management is reviewing the performance of 
one hotel and making plans for 19x5. 

4 have in front of them the results for 19x4 (based on some actual results and some forecasts to the end of 
19x4). 


Quarter Sales Profit/(loss) 
$ $ 
1 400,000 (280,000) 
z 1,200,000 360,000 
3 1,600,000 680,000 
4 800,000 40,000 





The total estimated number of visitors (guest nights) for 19x4 is 50,000. The results follow a regular pattern, there are 
no unexpected cost fluctuations beyond the seasonal trading pattern exhibited. The management intends to 
incorporate into their plans for 19x5 an anticipated increase in unit variable costs of 10 per cent and a profit target for 
the hotel of $1m. 


(a) Determine the total variable and total fixed costs of the hotel for 19x4, by the use of a PV chart or by calculation. 
(b) (i) If there is no increase in visitors for 19x5, what will be the required revenue rate per hotel visitor to meet the 
p rofit target? 
(ii) If the required revenue rate per visitor is not raised above the 19x4 level, how many visitors are required to 
eet the profit target? 
(c) Outline and briefly discuss the assumptions that are contained within the accountants’ typical PV or break-even 
analysis and assess whether they limit its usefulness. 


7.4 A company makes three products, A, B and C. All three products require the use of two types of machine, cutting 
machines and assembling machines. Estimates for next year include the following: 


Product A Product B Product C 
Selling price (per unit) $25.00 $30.00 $18.00 
Sle demand (units) 2,500 3,400 5,100 
Di ect material cost (per unit) $12.00 $13.00 $10.00 
Variable production cost (per unit) $7.00 $4.00 $3.00 
Time required per unit on cutting machines 1.0 hours 1.0 hours 0.5 hours 
Time required per unit on assembling machines 0.5 hours 1.0 hours 0.5 hours 


Fixed overhead costs for next year are expected to total $42,000. It is the company’s policy for each unit of production 
to absorb these in proportion to its total variable costs. 

The company has cutting machine capacity of 5,000 hours per annum and assembling machine capacity of 8,000 
hours per annum. 
Required: 
(a) State, with supporting workings, which products in which quantities the company should plan to make next year 

on the basis of the above information. 

(b) State the maximum price per product that it would be worth the company paying a subcontractor to carry out 
i part of the work which could not be done internally. 


7.5 Darmor Ltd has three products that require the same production facilities. Information about their per unit 
production costs is as follows: 

Product A B C 
$ $ $ 
Labour —Skilled . 18 27 9 
—Unskilled 6 12 30 
Materials 36 75 42 
Variable overheads 9 21 21 
Share of fixed overheads 15 30 30 
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All labour and materials are variable costs. Skilled labour is paid a basic rate of $18 an hour and unskilled labour is 
paid a basic rate of $12 an hour. The labour costs per unit, shown above, are based on basic rates of pay. Skilled labour 
is scarce which means that the company could sell more than the maximum that it is able to make of any of the three 
products. 

Product A is sold in a regulated market and the regulators have set a price of $90 per unit for it. 


(a) State, with supporting workings, the price which must be charged for Products B and C, such that the company 


would be indifferent between making and selling any of the three products. 
(b) State, with supporting workings, the maximum rate of overtime premium that the company would logically be 
prepared to pay its skilled workers to work beyond the basic time. 
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When you have completed your study of this chapter you should be able to: 
e deduce the full cost of a unit of output in a single-product (single-service) environment; 


e distinguish between direct and indirect costs and use this distinction to deduce the full 


cost of a job in a multi-product (multi-service) environment; 


e discuss the problem of charging overheads to jobs in a multi-product (multi-service) 


environment, including the role of activity based costing; 


e discuss the role of activity based costing. 
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In this chapter we are going to look at an approach to deducing the cost of a unit of output, 
which takes account of all of the costs. This approach is one that is very widely used in practice. 
The precise approach taken tends to depend on whether each unit output is identical to the next 
or whether each job has its own individual characteristics. It also tends to depend on whether 
the business accounts for overheads on a departmental basis or not. We shall look at how full 
costing is done, including the use of ‘activity based costing’. Finally we shall consider the 
usefulness of full costing for management purposes. 


The nature of full costing 


With full costing we are not concerned with variable costs, but with all costs involved with achieving 
some objective, for example making a particular product. The logic of full costing is that all of the 
costs of running a particular facility, say a factory, are part of the cost of the output of that factory. 
For example, the rent may be a cost that will not alter merely because we make one more unit of 
production, but if the factory were not rented there would be nowhere for production to take place, 
so rent is an important element of the cost of each unit of output. 

Full cost is the total amount of resources, usually measured in monetary terms, sacrificed to 
achieve a particular objective. It takes account of all resources sacrificed to achieve the objective. 
Thus if the objective was to supply a customer with a service or product, delivery of the service or 
product to the customer's premises would normally be included as part of the full cost. 

If a business is trying to set prices for its output which will lead to the business making a profit, 
the prices charged must cover all costs. As we shall see later, pricing is one of the uses to which full 
cost information is put in practice. 


Deriving full costs in a single-product/single- 
service operation 


The simplest case for which to deduce the full cost per unit is where the business only has one 
product line or service, i.e. each unit of its product or service is identical. Here it is simply a question 
of adding up all the costs of production incurred in the period (materials, labour, rent, fuel and 
power etc.) and dividing this total by the total number of units of output for the period. 


Activity 8.1 


Rustic Breweries Ltd has just one product, a bitter beer which is marketed as ‘Old Rustic’. During last 
month the company produced 4,300 litres of the product. The costs incurred were as follows: 





$ 
Ingredients 800 
Fuel 250 
Rent of brewery premises 900 
Wear and tear of brewery equipment 200 


What ts the full cost per litre of producing ‘Old Rustic’? 


This is simply found by taking all of the costs and dividing by the number of litres brewed: 
$(800 + 250 + 900 + 200)/4,300 = $0.50 per litre. 
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There can be minor problems of deciding exactly how much cost was incurred. In the case of Rustic 
Breweries Ltd, for example, how is the cost of wear and tear deduced? It is almost certainly an 
estimate and so its reliability is open to question. Should we use the ‘relevant’ cost of the raw 
materials (almost certainly the replacement cost) or the actual price paid for the materials used. If it 
is worth calculating the cost per litre it must be because this information will be used for some 
decision-making purpose, so the replacement cost is probably more logical. In practice, however, it 
seems that historic costs are more often used to deduce full costs. 

There can also be problems in deciding precisely how many units of output there were. Brewing 
beer is not a very fast process. This means that there is likely to be some beer that is in the process 
of being brewed at any given moment. This means that part of the costs incurred last month were in 
respect of some beer that was ‘work in progress’ at the end of the month and is not, therefore, 
included in the output quantity of 4,300 litres. Similarly, part of the 4,300 litres was started and 
incurred costs in the previous month, yet all of those litres were included in the 4,300 litres which we 
used in our calculation of the cost per litre. Work in progress is not a serious problem, but account 
does need to be taken of it if reliable full cost information is to be obtained. 

This approach to full costing is often referred to as ‘process’ costing. 


Multi-oroduct operations 


In many situations in which full costing is used, the units of output of the product or service are not 
identical. In such situations it will, therefore, not normally be acceptable to adopt the approach that 
we used with litres of ‘Old Rustic’ in Activity 8.1. For example, whereas customers would expect to 
pay the same price for each litre of a particular type of beer that they buy, most people would not 
expect to pay the same price for each car repair carried out by a particular garage, irrespective of the 
complexity and size of the repair. So, while it is reasonable to price litres of beer equally because the 
litres are identical, it is not acceptable to price widely different car repairs equally. 


DIRECT AND INDIRECT COSTS 


Where the units of output are not identical, we normally separate costs into two categories: 


e Direct costs. These are costs that can be identified with specific cost units. That is to say that the 
effect of the cost can be measured in respect of each particular unit of output. The normal 
examples of these are direct materials and direct labour. Collecting direct costs is a simple 
matter of having a cost recording system that is capable of capturing the cost of direct material 
used on each job and the cost, based on the hours worked and the rate of pay, of direct workers. 

e Indirect costs (or overheads). These are all other costs, i.e. those which cannot be directly measured in 
respect of each particular unit of output. 


With both of these types of cost we include all costs, both production and non-production costs 
such as marketing costs. 

We shall use the words indirect costs and overheads interchangeably for the remainder of this 
book. Overheads are sometimes known as ‘common costs’ because they are common to all 
production of the production unit (for example factory or department) for the period. 


JOB COSTING 


To deduce the full cost (usually referred to as costing) of a particular unit of output (or job) we 
usually ascribe the direct costs to the job, which, by the definition of direct costs, is capable of being 
done. We then seek to ‘charge’ each unit of output with a fair share of indirect costs. This is shown 
graphically in Figure 8.1. 
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Figure 8.1 « The relationship between direct costs and indirect costs. 
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Activity 8.2 


Sparky Ltd is a business that employs a number of electricians. The business undertakes a range of 
work for its customers, from minor repairs, at one end of the range, to installing complete wiring 
systems in new houses, at the other. 

Into which category, direct or indirect, would each of the following costs fall in respect of a 
particular job done by Sparky Ltd? 





¢ The wages of the electrician who did the job. 

¢ Depreciation (wear and tear) of the tools used by the electrician. 

¢ The salary of Sparky Ltd’s accountant. 

¢ The cost of cable and other materials used on the job. 

¢ Rent of the premises where Sparky Ltd stores its stock of cable and other materials. 


Only the electrician’s wages earned while working on the particular job and the cost of the actual materials used on the 
job are direct costs. This is because it is possible to measure how much time (and, therefore, the labour cost) was 
spent on the particular job and it is possible to measure how many materials were used in the job. 

All of the other costs are general costs of running the business and, as such, must form part of the full cost of doing 
the job, but they cannot be directly measured in respect of the particular job. 


It is important to note that whether a cost is a direct one or an indirect one depends on the item 
being costed, the cost objective. People tend to refer to overheads without stating what the cost 
object is; this is incorrect. 


Activity 8.3 


Into which category, direct or indirect, would each of the costs listed in Activity 8.2 fall if we were 
seeking to find the cost of operating the entire business of Sparky Ltd for a month? 


The answer is all of them will be direct costs, since they can all be related to, and measured in respect of, running 
the business for a month. 





Naturally, a cost unit that is defined broadly (e.g. operating Sparky Ltd for a month) tends to have a 
higher proportion of its costs identified as direct than do units that are more narrowly defined (such 
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as a particular job, e.g. a specific re-wiring job for a particular customer). As we shall see shortly, this 
makes costing broader cost units rather more straightforward than costing narrower ones, since 
direct costs are easier to deal with. 


THE COLLECTION OF COSTS AND THE BEHAVIOUR OF COSTS 


We saw in Chapter 7 that the relationship between fixed and variable costs is that between them they 
make up the full cost (or total cost, as it is usually known in the context of marginal analysis). This is 
illustrated in Figure 8.2. 


Figure 8.2 + The relationship between fixed costs, variable costs and total costs. 


Variable 
costs 





The similarity of what is shown in Figure 8.2 to that which is depicted in Figure 8.1, might lead us to 
believe that there might be some relationship between fixed, variable, direct and indirect costs. More 
specifically some people seem to believe, mistakenly, that variable costs and direct costs are the 
same and that fixed costs and overheads are the same. This is incorrect. 

The notion of fixed and variable costs is concerned entirely with the behaviour of costs in the face 
of changes to the volume of output. Directness of costs is entirely concerned with collecting together 
the elements that make up full cost, that is, with the extent to which costs can be measured directly 
in respect of particular units of output or jobs. These are entirely different concepts. Though it may 
be true that there is a tendency for fixed costs to be overheads and for variable costs to be direct 
costs, there is no direct link and there are many exceptions to this tendency. For example, most 
operations have variable overheads. Also labour, a major element of direct cost, in most production 
contexts, is usually a fixed cost, certainly over the short-term. 

To summarise this point, total cost is the sum of direct and indirect costs. It is also the sum of 
fixed and variable costs. These two facts are independent of one another. Thus a particular cost may, 
for example, be fixed relative to the level of output, on the one hand, and be either direct or indirect 
on the other. 

The notion of distinguishing between direct and indirect costs is only related to deducing full cost 
in a job costing environment. You may recall that when we were considering costing a litre of ‘Old 
Rustic’ beer, earlier in this chapter, whether particular elements of cost were direct or indirect was of 
absolutely no consequence. This was because all costs were equally shared between the litres of 
beer. Where we have units of output that are not identical, we have to look more closely at the make 
up of the costs to achieve a fair measure of the total cost of a particular job. 

If the indirect costs of any activity form part of the cost of each unit of output, yet, by definition, 
they cannot be directly related to individual cost units, a major question is, how are they to be 
apportioned to individual cost units? 
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It is reasonable to view the overheads as rendering a service to the cost units. A manufactured 
product can be seen as having been rendered a service by the factory in which the product is made. 
In this sense, it is reasonable to charge each cost unit with a share of the costs of running the factory 
(rent, lighting, heating, cleaning, building maintenance etc.). It also seems reasonable to relate the 
charge for the ‘use’ of the factory to the level of service that the product received from the factory. 

The next step is the difficult one. How might the cost of running the factory, which is a cost of all 
production, be apportioned (shared) between individual products that are not similar in size and/or 
complexity of manufacture? 

One possibility is to equally share this overhead cost between each cost unit produced in the 
period. Most of us would not propose this method unless the cost units were close to being 
identical, in terms of the extent to which they had ‘benefitted’ from the overheads. 

If we are not to propose equal shares, we must identify something observable and measurable 
about the cost units which we feel provides a reasonable basis for distinguishing between one cost 
unit and the next. 

In practice, time, measured by direct labour hours, is usually the basis that is most popular. It 
must be stressed that this is not the ‘correct’ way and it certainly is not the only way. We could, for 
example, use relative size of products as measured by weight or by relative material cost. Possibly we 
could use the relative lengths of time which each unit of output was worked on by machines. 


[Example 8.1] 8.1 


Johnson Ltd has overheads of $30,000 each month. Each month 2,500 direct labour hours are 
worked and charged to units of output (the business's products). A particular job undertaken by 
the business used direct materials costing $138. Direct labour worked on the job was 15 hours 
and the wage rate is $15 an hour. Overheads are charged to jobs on a direct labour (DL) hour 
basis. What is the full cost of the job? 

First, let us establish the ‘overhead recovery rate’, i.e. the rate at which jobs will be charged 
with overheads. This is $12 (i.e. $30,000/2,500) per DL hour. 





Thus the full cost of the job is: 


$ 

Direct materials 138 
Direct labour (15 x $15) 225 
363 

Overheads (15 x $12) 180 
$543 


You should note that if all of the jobs which are undertaken during the month are apportioned with 
overheads in a similar manner, all $30,000 of overheads will be charged to the jobs between them. Jobs 
with a lot of direct labour worked on them will be apportioned a lot of overheads and those with little 
direct labour will have few overheads charged to them. 


Activity 8.4 


4 
Can you think of reasons why direct labour hours are regarded as the most logical basis for sharing 
overheads between cost units? 








continues... 
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The reasons that occurred to us are as follows: 

¢ Large jobs should logically attract large amounts of overheads because they are likely to have been rendered 
more ‘service’ by the overheads than small ones. The length of time that they are worked on by direct labour 
may be seen as a rough and ready way of measuring relative size, though other means of doing this may be 
found, for example relative physical size. 

¢« Most overheads are related to time. Rent, heating, lighting, depreciation, supervisors’ and managers’ salaries 
and loan interest, which are all typical overheads, are ali more or less time-based. That is to say that the 
overhead cost for one week tends to be about half that for a similar two week period. Thus a basis of 
apportioning overheads to jobs which takes account of the length of time the units of output benefitted from 
the ‘service’ rendered by the overheads seems logical. 

¢ Direct labour hours are capable of being measured in respect of each job. They will normally be measured to 
deduce the direct labour element of cost in any case. Thus a direct labour hour basis of dealing with overheads 
is practical to apply in the real world. 


It cannot be emphasised often enough that there is no ‘correct’ way to apportion overheads to jobs. 
Overheads (indirect costs), by definition, do not naturally relate to individual jobs. If, nevertheless, 
we wish to take account of the fact that overheads are part of the cost of all jobs, we must find some 
acceptable way of including a share of the total overheads in each job. If a particular means of doing 
this is accepted by those who are affected by the full cost deduced as a result, then the method is as 
good as any other method. Accounting is only concerned with providing useful information to 
decision makers. In practice, the method that gains the most acceptability as being useful is the 


direct labour hour method. 
Activity 8.5 


Marine Supplier Ltd undertakes a range of work, including making sails for small sailing boats on a 
made-to-measure basis. 
The following costs are expected to be incurred by the company during next month: 





Indirect labour cost $27,000 
Direct labour time 6,000 hours 
Depreciation (wear and tear) of machinery etc. $9,000 
Rent and rates $15,000 
Direct labour costs $90,000 
Heating, lighting and power $6,000 
Machine time 2,000 hours 
Indirect materials $1,500 
Other miscellaneous indirect costs $600: 
Direct materials cost $9,000 


The company has received an enquiry about a sail and it is estimated that the sail will take 12 direct labour 
hours to make, and will require 20 square metres of sailcloth which costs $6 per square metre. 

The company normally uses a direct labour hour basis of charging overheads to individual jobs. 

What is the full cost of making the sail detailed above? 


continues... 
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First it is necessary to identify which are the indirect costs and total them as follows: 


$ 
Indirect labour 27,000 
Depreciation 9,000 
Rent and rates 15,000 
Heating, lighting and power 6,000 
Indirect materials 1,500 
Other miscellaneous indirect costs 600 
Total indirect costs $59,100 





(Note that this list does not include the direct costs. This is because we shall deal with the direct costs separately.) 
Since the company uses a direct labour hour basis of charging overheads to jobs, we need to deduce the indirect 
cost or overhead recovery rate per direct labour hour. This is simply: 


$59,100/6,000 = $9.85 per direct labour hour. 


Thus the full cost of the sail would be expected to be: 





$ 
Direct materials (20 x $6) 120.00 
Direct labour (12 x ($90,000/6,000)) 180.00 
indirect costs (12 x $9.85) 118.20 
Total cost $418.20 








Activity 8.6 


, Suppose that Marine Suppliers Ltd (Activity 8.5) used a machine hour basis of charging overheads to 
jobs. What would be the cost of the job detailed, if it is expected to take five machine hours (as well as 


12 direct labour hours)? 





The total overheads will, of course, be the same irrespective of the method of charging them to jobs. Thus the 
overhead recovery rate, on a machine hour basis, will be: 


$59,100/2,000 = $29.55 per machine hour. 


Thus the full cost of the sail would be expected to be: 





$ 
Direct materials (20 x $6) 120.00 
Direct labour (12 x ($90,000/6,000)) 180.00 
Indirect costs (5 x $29.55) 147.75 
Total cost $447.75 





A question that now presents itself is which of the two costs for this sail is the correct one or simply 
the better one? The answer is that neither is the correct one, as was pointed out earlier in the 
chapter. Which is the better one is a matter of judgement. This judgement is entirely concerned with 
usefulness of information, which in this context, is probably concerned with the attitudes of those 
who will be affected by the figure used. Thus fairness, as it is perceived by those people, is likely to 
be the important issue. 

Probably, most people would feel that the nature of the overheads should influence the choice of 
the basis of charging the overhead to jobs. Where, because the operation is a capital intensive one, 
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the overheads are dominated by those relating to machinery (depreciation, machine maintenance, 
power etc.), machine hours might be favoured. Otherwise direct labour hours might be preferred. 

It could appear that one of these bases might be preferred to the other one because it apportions 
either a higher or a lower amount of overheads to a particular job. This would be irrational, however. 
Since the total overheads are the same irrespective of the method of charging the total to individual 
jobs, a method that gives a higher share of overheads to one particular job must give a lower share 
to the remaining jobs. There is one cake of fixed size. If one person is to be given a relatively large 
slice, the other people between them must receive relatively smaller slices. 


[ Example 8.2 | 8.2 


A business expects to incur overheads totalling $20,000 next month. The total direct labour time 
worked is expected to be 1,600 hours and machines are expected to operate for a total of 1,000 hours. 

During the month the business expects to do just two large jobs, the outlines of which are as 
follows: 





Job 1 Job 2 
Direct labour hours 800 800 
Machine hours 700 300 


How much overheads will be charged to each job if overheads are to be charged on: 


(a) a direct labour hour basis; and 
(b) a machine hour basis? 


What do you notice about the two sets of figures you calculate? 


Direct labour hour basis 

Overhead recovery rate = $20,000/1,600 = $12.50 per direct labour hour. 
Job 1 $12.50 x 800= $10,000 
Job 2 $12.50 x800= $10,000 











Machine hour basis 
Overhead recovery rate = $20,000/1,000 = $20.00 per machine hour. 


Job 1 $20.00 x 700= $14,000 
Job 2 $20.00 x 300 = $6,000 











It is clear from this that the total overheads charged to jobs is the same whichever method is used. So, whereas 
the machine hour basis gives Job 1 a higher share than does the direct labour hour method, the opposite is true 
for Job 2. 

It is not possible to charge overheads on one basis to one job and on the other basis to the other job. This is 
because, either total overheads will not be fully charged to the jobs, or the jobs will be overcharged with 
overheads. For example, the direct labour hour method for Job 1 ($10,000) and the machine hour basis for Job 2 
($6,000) will mean that only $16,000 of a total $20,000 of overheads will be charged to jobs. As a result, the 
objective of full costing, which is to charge all overheads to jobs done, will not be achieved. In this particular 
case, if selling prices are based on full costs the business may not charge prices high enough to cover all of its 
costs. 
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SEGMENTING THE OVERHEADS 


As we have just seen, charging the same overheads to different jobs on different bases is not 
possible. It is possible, however, to charge one part of the overheads on one basis and another part, 
or other parts, on another basis. 


Activity 8.7 


Taking the same business as in Example 8.2, on closer analysis we find that of the expected overheads 
totalling $20,000 next month, $8,000 relate to machines (depreciation, maintenance, rent of the space 
occupied by the machines etc.) and the remainder to more general overheads. The other information 
about the business is exactly as it was before. 

How much overheads will be charged to each job if the machine related overheads are to be 
charged on a machine hour basis and the remaining overheads are charged on a direct labour hour 
basis? 





Direct labour hour basis 
Overhead recovery rate = $12,000/1,600 = $7.50 per direct labour hour. 


Machine hour basis 
Overhead recovery rate = $8,000/1,000 = $8.00 per machine hour. 


Overheads charged to jobs 





Job 1 Job 2 
$ $ 

Direct labour hour basis 
$7.50 x 800 6,000 
$7.50 x 800 6,000 
Machine hour basis 
$8.00 x 700 5,600 
$8.00 x 300 2,400 
Total $11,600 $8,400 














We can see from this that the total expected overheads figure of $20,000 is charged in total. 


Segmenting the overheads in this way may well be seen as providing a better basis of charging 
overheads to jobs. This is quite often found in practice, usually by dividing a business into separate 
‘areas’ for costing purposes, charging overheads differently from one area to the next. 

Remember that there is no correct basis of charging overheads to jobs, so our frequent reference 
to the direct labour and machine hour bases should not be taken to imply that these are the correct 
methods. However, it should be said that these two methods do have something to commend them 
and are popular in practice. As we have already discussed, a sensible method needs to identify 
something about each job that can be measured and that distinguishes it from other jobs. There is 
also a lot to be said for methods that are concerned with time because most overheads are time 
related. 


DEALING WITH OVERHEADS ON A DEPARTMENTAL BASIS 


In general, all but the smallest businesses are divided into departments. Normally each department 
deals with a separate activity. 
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The reasons for dividing a business into departments include the following: 


e Many businesses are too large and complex to run as a single unit and it is more practical to run 
them as a series of relatively independent units with each one having its own manager. 

e Each department normally has its own area of specialism and is managed by a specialist. 

e Each department can have its own accounting records which enable its performance to be 
assessed. This can lead to greater motivation among the staff. 


Very many businesses deal with charging overheads to cost units on a department by department 
basis. They do this in the expectation that it will give rise to a more fair means of charging 
overheads. It is probably often the case that it does not lead to any great improvement in the 
fairness of the resulting full costs. Though it may not be of enormous benefit in many cases, it is 
probably not an expensive exercise to apply overheads on a departmental basis. Since costs are 
collected department by department for other purposes (particularly control), to apply overheads 
department by department is a relatively simple matter. 
The departmental approach to deriving full costs works in the way depicted in Figure 8.3. 


Figure 8.3 » A cost unit passing through the production process. 
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Assume that the job starts life in the Preparation Department when some direct materials are taken 
from the stores and worked on by a Preparation Department direct worker. Thus the job will be 
charged with direct materials, direct labour and with a share of the Preparation Department's 
overheads. The job then passes into the Machining Department, already valued at the costs which it 
picked up in the Preparation Department. Further direct labour and, possibly, materials are added in 
the Machining Department, plus a share of that department’s overheads. The job now passes into 
the Finishing Department, valued at the cost of the materials, labour and overheads, which it 
accumulated in the first two departments. In the Finishing Department, further direct labour and, 
perhaps, materials are added and the job picks up a share of that department’s overheads. The job, 
now complete, passes into the finished goods store or is despatched to the customer. The basis of 
charging overheads to jobs (for example direct labour hours) might be the same for all three 
departments or it may be different from one department to another. In the present example, it is 
quite likely that machine related costs dominate the Machining Department, so overheads might 
well be charged to jobs on a machine hour basis. The other two departments may well be labour 
intensive and direct labour hours may be seen as being appropriate there. 

The passage of the job through the departments can be compared with a snowball being rolled 
across snow. As it passes, it picks up more and more snow. 
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Where costs are dealt with departmentally, each department is known as a cost centre. A cost 
centre can be defined as some physical area or some activity or function for which costs are 
separately identified. Charging direct costs to jobs, in a departmental system, is exactly the same as 
where the whole business is one single cost centre. It is simply a matter of keeping a record of: 


e the number of hours of direct labour worked on the particular job and the grade of labour, 
assuming that there are different grades with different rates of pay; 

e the cost of the direct materials taken from stores and applied to the job; and 

e any other direct costs, for example some sub-contract work, associated with the job. 


This record keeping will normally be done departmentally in a departmental system. 

It is obviously necessary to identify the production overheads of the entire organisation on a 
departmental basis. This means that the total overheads of the business must be divided between 
the departments, such that the sum of the departmental overheads equals the overheads for the 
entire business. By charging all of their overheads to jobs, between them, the departments will 
charge all of the overheads of the business to jobs. 

For the present purposes, it is necessary to distinguish between product cost centres (or 
departments) and service cost centres. Product cost centres are departments through which the jobs 
pass and can be charged with a share of their overheads. The Preparation, Machining and Finishing 
Departments, in the example discussed above, are examples of product cost centres. 


Activity 8.8 
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Can you guess what the definition of a service cost centre is? 
Can you think of an example of a service cost centre? 


A service cost centre is one through which jobs do not pass. It renders a service to other cost centres. 
Examples include general administration, accounting, stores, maintenance, personnel, catering (canteen etc.). 
All of these render services to product cost centres. : 


Service cost centre costs must be charged to product cost centres, and become part of the product 
cost centres’ overheads, so that they can be recharged to jobs. This must be done so that all of the 
overheads of the business find their way into the cost of the jobs done. If this is not done, the 
resulting ‘full’ cost of the jobs will not really be the full cost. 

Logically, the costs of a service cost centre should be charged to product cost centres on the basis 
of the level of service provided to the product cost centre concerned. For example, a production 
department which has a lot of machine maintenance carried out, relative to other production 
departments, should be charged with a larger share of the Maintenance Department’s costs than 
should those other product cost centres. 


BATCH COSTING 


The production of many types of goods and services, particularly goods, involves production of a 
batch of identical or nearly identical units of output, but where each batch is distinctly different from 
other batches. For example, a theatre may put on a production whose nature, and, therefore, costs 
are very different from those of other productions. However, ignoring differences in the desirability of 
the various types of seating, all of the individual units of output (i.e. tickets to see the production) 
are identical. 
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In these circumstances, we should normally deduce the cost per ticket by using a job costing 
approach (taking account of direct and indirect costs etc.) to find the cost of mounting the production 
and then simply divide this by the number of tickets expected to be sold, to find the cost per ticket. 


FULL COST AS THE BREAK-EVEN PRICE 


It may have occurred to you by now that if all goes according to plan (direct costs, overheads and the 
basis of charging overheads — e.g. direct labour hours — prove to be as expected), then selling the 
output for its full cost should cause the business to exactly break even. Therefore, whatever profit (in 
total) is loaded onto full cost to set actual selling prices will result in that level of profit being earned 
for the period. 


THE FORWARD LOOKING NATURE OF FULL COSTING 


Though deducing full costs can be done after the work has been completed, it is often done in 
advance. In other words, costs are frequently predicted. This is because for one of the major uses to 
which cost information is put, namely the pricing of output, it is necessary to know the costs in 
advance. Where, for example, full costs are used as a basis on which to set selling prices, it is usually 
the case that prices need to be set before the customer will agree to the job being done. Even where 
no particular customer has been identified, some idea of the ultimate price will need to be known 
before the manufacturer will be able to make a judgement as to whether potential customers will buy 
the product and in what quantities. Obviously there is the risk that the actual outcome will differ 
from that which was predicted. 


Self-Assessment Question 8.1 


Promptprint Ltd, a printing business, has received an enquiry from a potential customer for a 
quotation for a job. The business pricing policy will be based on the plans for the next financial year 
shown below. 





$ 
Sales (billings expected to be sent to customers) 196,000 | i, 
Direct materials 38,000 ; 
Direct labour 32,000 
Variable overheads 2,400 
Advertising for business 3,000 
Depreciation 27,600 
Administration 36,000 
Interest 8,000 
Profit before tax 49,000 
A first estimate for the direct costs of the job is shown below: 
$ 
‘Direct materials 4,000 
Direct labour 3,600 


Based on the estimated direct costs: 

(a) Prepare a recommended quote for the job based on the plans, commenting on your method. 

(b) Comment on the validity of using financial plans in pricing and recommend any improvements you 
would consider desirable for the business pricing policy used in (a). 
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Activity based costing (ABC) 


What we have considered so far for most of this chapter is the traditional, and still very widely used, 
approach to job costing, namely deriving the full cost of output where one unit of output differs 
from another. This approach is to collect for each job those costs which can be unequivocally linked 
to and measured in respect of the particular job (direct costs). All other costs (overheads) are 
thrown into a pool of costs and charged to individual jobs according to some formula. Traditionally 
this formula has been on the basis of the number of direct labour hours worked on each individual 
job. 

This traditional approach to job costing developed when the notion of trying to cost industrial 
production first emerged, probably around the time of the industrial revolution in Britain. At that 
time, manufacturing industry was characterised by the following features: 


e Direct labour-intensive and direct labour-paced production. Labour was at the heart of production. To the 
extent that machinery was used, it was to support the efforts of direct labour and the speed of 
production was dictated by direct labour. 

e A low level of overheads relative to direct costs. Little was spent on power, personnel services, machinery 
(therefore low depreciation charges) and other areas typical of the overheads of modern businesses. 

e A relatively uncompetitive market. Transport difficulties, limited industrial production worldwide and 
lack of knowledge by customers of competitors’ prices meant that businesses could prosper 
without being too scientific in pricing their output. 


Since overheads represented a pretty small element of total costs, it was acceptable and practical to 
deal with overheads in a fairly arbitrary manner. Not too much effort was devoted to trying to control 
the cost of overheads because the rewards of better control were relatively small, certainly compared 
with the rewards from controlling direct labour and material costs. It was also reasonable to charge 
overheads to individual jobs on a direct labour hour basis. Most of the overheads were incurred 
directly in the support of direct labour: providing direct workers with a place to work, heating and 
lighting that workplace, employing people to supervise the direct workers, etc. At the same time all 
production was done by direct workers, perhaps aided by machinery. 

By the 1990s, the world of much industrial production had fundamentally altered. Much of it is 
now characterised by: 


e¢ Capital-intensive and machine-paced production. Machines are at the heart of production. Most labour 
supports the efforts of machines, for example technically maintaining them, and the speed of 
production is dictated by machines. 

e A high level of overheads relative to direct costs. Modern industry is characterised by very high 
depreciation, servicing and power costs. There are also high costs of a nature scarcely envisaged 
in the early days of industrial production, like personnel and staff welfare costs. At the same 
time there are very low, perhaps no, direct labour cost. The proportion of total cost accounted 
for by direct materials has typically not altered too much, but more efficient production tends to 
lead to less waste and, therefore, less material cost, again tending to make overheads more 
dominant. 

e A highly competitive international market. Industrial production, much of it highly sophisticated, is 
carried out worldwide. Transport, including fast air freight, is relatively cheap. Fax, telephone, 
E-mail etc. ensure that potential customers can quickly and cheaply know the prices of a range 
of suppliers. The market is, therefore, likely to be highly competitive. This means that 
businesses need to know their costs with a greater degree of accuracy than had historically 
been the case. 
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Whereas the traditional overhead recovery rate had been much less per direct labour hour than the 
actual rate paid to direct workers, recently there have been examples of overhead recovery rates five 
and ten times the hourly rate of pay. When production is dominated by direct labour paid $10 an 
hour it might be reasonable to have a recovery rate of $2 an hour. When, however, direct labour plays 
a relatively small part in production, to have overhead recovery rates of $50 per direct labour hour is 
likely to lead to very arbitrary costing. Just a small change in the amount of direct labour worked on a 
job could massively affect the cost deduced, not because the direct worker is massively well paid, but 
for no better reason than this is the way in which it has always been done — overheads, not 
particularly related to labour, are charged on a direct labour hour basis. 

The whole question of overheads, what causes them and how they are charged to jobs has, as a 
result of changes in the environment in which manufacturers operate, been receiving closer attention 
recently. Historically, businesses have been content to accept that overheads exist and to deal with 
them, for costing purposes, in as practical a way as possible. There has been a growing realisation 
that overheads do not just happen, they must be caused by something. 


[ Example 8.3 _| 8.3 


Modern Producers Ltd has, like virtually all manufacturers, an inventory storage area (stores). The 
costs of running the stores include a share of the factory rent and other establishment costs, like 
heating and lighting. They also include salaries of staff employed to look after the inventory and the 
cost of financing the inventory held in the stores. 

The company has two product lines, Product A and Product B. Production of both of these uses raw 
materials which are held in the stores. Product A is only made specifically to customers’ orders, the 
finished product being transferred direct from the production area to be despatched to the customer. Product B is 
manufactured for inventory. The company prides itself on its ability to supply this product in relatively large 
quantities instantly. As a consequence, much of the stores is filled with finished stocks of Product B ready to be 
despatched as an order is received. 

Traditionally, the whole cost of operating the stores has been treated as a general overhead and included in 
the total of overheads that is charged to jobs, probably on a direct labour hour basis. This means that when 
assessing the cost of Products A and B, the cost of operating the stores has fallen on them according to the 
number of direct labour hours worked on each one. In fact, most of the stores’ cost should be charged to Product 
B, since this product causes (and benefits) from the stores’ cost much more than is true of Product A. Failure to 
account more precisely for the costs of running the stores is masking the fact that Product B is not as profitable 
as it seems to be; it may even be leading to losses as a result of the relatively high cost of operating the stores 
which it causes, but which so far have been charged partly to Product A. 








COST DRIVERS 


Realisation that overheads do not just occur but are caused by activities, such as holding products in 
stores, which ‘drive’ the costs, is at the heart of activity based costing. The traditional approach is 
that direct labour hours drive costs, which probably used to be true. It is now recognised to be no 
longer the case. 

There is a basic philosophical difference between the traditional and ABC approaches. 
Traditionally we tend to think of overheads as rendering a service to cost units, the cost of which 
must be charged to those units. ABC sees overheads as being caused by cost units and that those 
cost units must be charged with the costs that they cause. 
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Activity 8.9 





Can you think of any other purpose that identification of the cost drivers serves, apart from deriving 
more accurate costs? 


identification of the activities that cause costs puts management in a position in which it may well be better able 
to control them. 


The opaque nature of overheads has traditionally rendered them difficult to control, relative to the 
much more obvious direct labour and material costs. If analysis of overheads can identify the cost 
drivers, questions can be asked about whether the activity, which is driving costs, is necessary at all 
and whether the cost justifies the benefit. In our example, it may be a good marketing ploy that 
Product B can be supplied immediately from stock, but there is a cost and that cost should be 
recognised and assessed against the benefit. 

Advocates of activity based costing (ABC) argue that most overheads can be analysed and cost 
drivers identified. If this is true, it means that it is possible to gain much clearer insights into the 
costs that are caused activity by activity. As a result fairer and more accurate product costs can be 
identified and costs can be controlled more effectively. 


ABC AND SERVICE INDUSTRIES 


Much of the discussion of ABC so far in this chapter has concentrated on manufacturing industry, 
perhaps because early users of ABC were manufacturing businesses. In fact, ABC is possibly even 
more relevant to service industries because, in the absence of a direct materials element, its total 
costs are likely to be particularly heavily affected by overheads. There certainly is evidence that ABC 
has been adopted by some businesses that sell services rather than goods. 


Activity 8.10 
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What is the difference in the way in which direct costs are accounted for when using ABC, relative to 
their treatment taking a traditional approach to full costing? 


The answer is no difference at all. ABC is only concerned with the way in which overheads are charged to jobs to 
derive the full cost. 


CRITICISMS OF ABC 


Critics of ABC argue that analysis of overheads trying to identify cost drivers is very time consuming 
and costly and that the benefit of doing so, in terms of more accurate costing and the potential for 
cost control, does not justify the cost. 

Activity based costing is also criticised for the same reason that full costing generally is criticised. 
This is that it does not provide very relevant information for decision making. This point will be 
addressed shortly. 


Uses of full cost information 


Why do we need to deduce full cost information? There are probably two main reasons: 


e For pricing purposes. In some industries and circumstances, full costs are used as the basis of 
pricing. Here the full cost is deduced and a percentage is added on for profit. This is known as 
‘cost plus’ pricing. Garages, carrying out vehicle repairs, probably provide an example of this. 
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In many circumstances suppliers are not in a position to deduce prices on a cost plus basis, 
however. Where there is a competitive market, a supplier will probably need to accept the price 
which the market offers, i.e. most suppliers are ‘price takers’ not ‘price makers’. 

e For income measurement purposes. To provide a valid means of measuring a business’s income it is 
necessary to match expenses with the revenues realised in the same accounting period. Where 
manufactured inventory is made or partially made in one period but sold in the next, or where a 
service is partially rendered in one accounting period, but the revenue is realised in the next, the 
full cost (including an appropriate share of overheads) must be carried from one accounting 
period to the next. Unless we are able to identify the full cost of work done in one period, which 
is the subject of a sale in the next, the profit figures of the periods concerned will be distorted. 


[ Example 8.4 | 3.4 


During the accounting year that ended on 31 December 19x5, Engineers Ltd made a special machine 
for a customer. At the beginning of 19x6, after having a series of tests successfully completed by a 
subcontractor, the machine was delivered to the customer. The company’s normal practice (typical of 
most businesses and following the realisation convention) is to take account of sales when the product 
passes to the customer. The sale price of the machine was $50,000. 

During 19x5, materials costing $7,000 were used on making the machine and 1,200 hours of direct 
labour, costing $18,600, were worked on the machine. The company uses a direct labour hour basis of charging 
overheads to jobs, which is believed to be fair because most of its work is labour intensive. The total 
manufacturing overheads for the company for 19x5 were $154,000 and the total direct labour hours worked were 
22,000. Testing the machine cost $2,000. 

How much profit or loss did the company make on the machine in 19x5? How much profit or loss did the 
company make on the machine in 19x6? At what value must the company carry the machine in its accounting 
system at the end of 19x5, so that the correct profit will be recorded for each of the two years? 

No profit or loss was made in 19x5, following the company’s (and the generally accepted) approach to 
recognising revenues (sales). If the sales were not to be recognised until 19x6 it would be illogical to treat the 
costs of making the machine as expenses until that time. 

In 19x6 the sale would be recognised and all of the costs, including a reasonable share of overheads, would be 
set against it in the 19x6 profit and loss account, as follows: 











$000 $000 
Sales price 50,000 
Costs 
Direct labour 18,600 
Direct materials 7,000 
Overheads (1,200 x ($154,000/22,000)) 8,400 
Total incurred in 19x5 34,000 
Testing cost 2,000 
Total cost 36,000 
19x6 profit from the machine $14,000 





The machine needs to be shown as an asset of the company at $34,000 at 31 December 19x5. 

Unless all production costs are charged in the same accounting period as the sale is recognised in the profit 
and loss account, distortions will occur that will render the profit and loss account much less useful. Thus, it is 
necessary to deduce the full cost of any production undertaken completely or partially in one accounting period, 
but sold in a subsequent one. 
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Criticisms of full costing 


Full costing is widely criticised because in practice it tends to use past costs and to restrict its 
consideration of future costs to outlay costs. It can be argued that past costs are irrelevant, 
irrespective of the purpose for which the information is to be used. This is basically because it is not 
possible to make decisions about the past, only about the future. Advocates of full costing would 
argue that it provides an informative long-run average cost. 

Despite the criticisms which are made of full costing, it is, according to research evidence, very 
widely practised. 





SUMMARY 


In this chapter we have seen that many, perhaps most, businesses seek to identify the total or full cost of pursuing 
some objective, typically of a unit of output. Where all units of goods or service produced by a business are identical, 
this tends to be a fairly straightforward matter; a case of simply finding the total cost for a period and dividing by the 
number of units of output for the same period. 

Where a business's output is of units that are not similar it is necessary to take a less straightforward approach to 
the problem. Normally such businesses identify the direct costs of production; those costs which can be directly 
measured in respect of a particular unit of output. To this is added a share of the overheads according to some 
formula, which, of necessity, must to some extent be arbitrary. Direct labour hours is a popular basis of sharing 
overheads. Costing individual cost units in this way is known as job costing. 

Activity based costing is strongly advocated by many people as providing a more focussed approach to applying 
overheads to jobs. It does this by identifying ‘cost drivers’ or activities that give rise to overhead costs. 

Full cost information is widely used by businesses, but it is also widely criticised as not providing very helpful and 
relevant information. 


REVIEW QUESTIONS 


8.1 What problem does the existence of work in progress cause in process costing? 
8.2 What is the point of distinguishing direct costs from indirect ones? 
8.3 Are direct costs and variable costs the same thing? 


8.4 It is sometimes claimed that the full cost of pursuing some objective represents the long-run break-even selling 
price. Why is this said and what does it mean? 


EXAMINATION-STYLE QUESTIONS 


8.1 Distinguish between: 
e job costing: 

e process costing; and 
e batch costing. 


What tend to be the problems specifically associated with each of these? 
8.2 Bodgers Ltd operates a job costing system. Towards the end of each financial year, the overhead recovery rate (the 
rate at which overheads will be charged to jobs) is established for the forthcoming year. 


(a) Why does the company bother to predetermine the recovery rate in the way outlined? 
(b) What steps will be involved in predetermining the rate? 
(c) What problems might arise with using a predetermined rate? 


8.3 Many businesses charge overheads to jobs, in a job costing environment, on a departmental basis. What is the 
advantage which is claimed for charging overheads to jobs on a departmental basis and why is it claimed? 
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What circumstances need to exist to make a difference to a particular job whether overheads are charged on a 
‘business wide’ basis or on a ‘departmental’ basis. (Note that the answer to this part of the question is not specifically 
covered in the chapter. You should, nevertheless, be able to deduce the reason from what you know.) 


8.4 In a job costing system it is necessary to divide the business up into departments. Fixed costs (or overheads) will 
be collected for each department. Where a particular fixed cost relates to the business as a whole it must be divided 
between the departments. Usually this is done on the basis of floorspace occupied by each department relative to the 
entire business. When the total fixed costs for each department have been identified, this will be divided by the 
number of hours that were worked in each department to deduce an overhead recovery rate. Each job that was worked 
on in a department will have a share of fixed costs allocated to it according to how long it was worked on. The total 
cost for each job will therefore be the sum of the variable costs of the job and its share of the fixed costs. It is essential 
that this approach is taken in order to deduce a selling price for the firm’s output. 

You are required to prepare a table of two columns. In the first column you should show any phrases or sentences 
from the statement in the previous paragraph with which you do not agree and in the second column you should show 
your an for disagreeing with each one. 

8.5 Pieman Products Ltd makes road trailers to the precise specifications of individual customers. 

The following are predicted to occur during the forthcoming year, which is about to start: 










irect materials cost $100,000 
irect labour costs $160,000 
irect labour time 16,000 hours 
Indirect labour cost $50,000 
epreciation (wear and tear) of machinery etc. $16,000 
ent and rates $20,000 
eating, lighting and power $10,000 
Indirect materials $4,000 
ther indirect costs $2,000 
achine time 3,000 hours 


All direct labour is paid at the same hourly rate. 

A customer has asked the company to build a trailer for transporting a racing motor cycle to races. It is estimated 
that this will require materials and components that will cost $2,300. It will take 250 direct labour hours to do the job, 
of which 50 will involve the use of machinery. 

Deduce a logical cost for the job and explain the basis of dealing with overheads which you propose. 
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Objectives When you have completed your study of this chapter you should be able to: 


e prepare a simple projected statement of cash flows, profit and loss account and balance 


sheet for a business; 


e explain the usefulness of each of the above statements for planning and decision- 


making purposes; 


e explain the way in which sensitivity analysis can help in evaluating projected 


information; 
e discuss the role of spreadsheets in the preparation of projected financial statements. 
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In this chapter we consider the preparation and usefulness of projected (pro forma) financial 
statements. We see that projected financial statements can be useful for both internal planning 
purposes and for providing information to prospective investors or lenders. This chapter uses the 
framework of the basic financial statements in a forward looking way, as distinct from taking an 
historic perspective. Most successful businesses have fairly well thought out plans, where all 
aspects of the plans link together and articulate. A sensible (probably an essential) step in 
planning is to follow through the plans into the three financial statements that would result if the 
plans were to succeed. A ratio analysis of the forecasts would enable some objective assessment 
of likely results to be achieved. If the forecast financial results are unsatisfactory, the plans need 
to be reconsidered. A set of fully linked financial statements provides a useful model to 
experiment with variations in the plans. For example, the plans may result in good levels of 
profitability, but indicate that cash flows will be problematic. Examination of the forecasts should 
enable the plans to be modified. For example, cash flows could be increased by such things as 
leasing assets rather than buying, chasing debtors for earlier payment, and taking longer to pay 


creditors. Forecast financial statements can provide a really useful model for decision making. 


The role of projected financial statements 


Projected financial statements can be particularly valuable when developing long-term strategic 
plans. When making such plans, it is important for managers to consider the financial consequences 
to the business as a whole, of pursuing a particular course of action. Often, managers will be 
confronted with a number of possible options. Where these are mutually exclusive, it will be 
necessary to decide which gives the best return in relation to the risks involved. Projected financial 
statements can be prepared for each option and can be used to assess the likely future returns. On 
the basis of these statements an informed decision can be made. 

You will recall from Chapter | (Figure 1.3) that the first three steps in the decision-making, 
planning and control process were: 


1. identify objectives; 
2. consider options; 
3. evaluate options and make a selection. 


It is this third step where projected financial statements have a valuable role. 

Where managers are considering only one course of action, projected financial statements can 
still be extremely useful. The preparation of projected statements will provide a useful insight on the 
effect of the plans on future financial performance and position for the business as a whole. They can 
identify future financing needs and can help assess whether the expected outcomes from the 
particular course of action are acceptable. Plans may have to be modified to take account of the 
likely financial outcomes that are revealed. 

Where there is considerable uncertainty about the future, managers may wish to examine a range 
of possible scenarios or states of the world, and prepare more than one set of financial statements. 
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Thus, projected statements may be prepared on the basis of: 


e an optimistic view of likely future events; 
e apessimistic view of likely future events; 
e a‘most likely’ view of future events. 


This type of scenario analysis, as it is sometimes called, can help in assessing the level of risk 
involved. The degree of probability associated with each ‘state of the world’ would also require careful 
assessment. 

Projected financial statements are usually prepared for internal purposes only. Managers are 
usually reluctant to share this information with those outside the business, feeling that its 
publication could damage the competitive position of the business. They may also feel that those 
outside the business might not fully understand the nature of projected statements and may not, 
therefore, appreciate that the projections may prove to be inaccurate. There may be a significant 
difference between projected and actual financial outcomes, particularly where the business 
operates in a turbulent environment. Nevertheless, there are certain occasions when managers are 
prepared to release projected information to those outside the business. 


Activity 9.1 


Can you think of any circumstances under which managers might be prepared to provide projected 
financial information to those outside the business? 


Managers will often be prepared to provide financial statements when trying to raise finance for the business. 
Prospective lenders may require projected financial statements before considering a loan application. When 
making an offer of new shares to the public, projected statements are published by the company in order to attract 
investor interest. Projected statements may also be published if the managers feel that the business is under 
threat. For example, a company which is the subject of a takeover bid to which the managers are opposed may 
publish projected financial statements in order to give its shareholders confidence in the future of the company as 
a separate entity and to encourage them to retain their shares in the company. 


Preparing projected financial statements 


For most businesses, the most important item in the preparation of projected statements is the 
projection of sales. The expected level of sales for a period will be influenced by a number of factors 
including the degree of competition, the planned expenditure on advertising, the quality of the 
product, changes in consumer tastes and the general state of the economy. Only some of these 
factors will be under the control of the business. A reliable sales projection is useful as many other 
items including certain expenses, inventory levels, non-current assets and financing requirements 
will be determined partially or completely by the level of sales for the period. Other expenses, 
however, may be unaffected by the level of sale for a period. 


Activity 9.2 


Can you name two expenses which are likely to vary directly with the level of sales and two 
expenses which are likely to stay constant irrespective of the level of sales. 


continues... 
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You may have identified cost of sales, materials consumed, and sales force commission as examples of expenses 
which vary directly with sales. Other expenses such as depreciation, rent, rates, insurance and salaries may stay 
constant during a period irrespective of the level of sales generated. Some expenses have both a variable and fixed 
element, and so may vary partially with sales output. Energy costs may be an example of such an expense. A certain 
amount of heating, air conditioning, and electricity costs will be incurred irrespective of the level of sales. However, if 
overtime is being worked due to heavy demand, this expense will increase. The behaviour of different types of 
expenses in response to changes in the level of output is an important issue which was dealt with in Chapter 8. 


The sales projection of a business may be developed in a number of ways. It may be done by 
simply aggregating the projections made by the sales force. These projections may rely heavily on 
subjective judgement and will usually attempt to take account of various aspects of the market and 
likely changes in market conditions. However, sales projections may also be based on certain 
statistical techniques or (in the case of large businesses) economic models. There are no hard-and- 
fast rules concerning the most appropriate method of projecting into the future for a business. Each 
business must assess the available methods, in terms of reliability and accuracy for their particular 
situation, and estimate the associated costs. The particular techniques of projecting into the future 
are not the subject of this chapter. Rather we are concerned with the preparation of projected 
financial statements and their subsequent evaluation. 

Projected financial statements are prepared using the same methods and principles as we have 
discussed in relation to historic financial statements. The only real difference lies in the fact that the 
statements are prepared using projected rather than actual information. This means that projected 
statements are less reliable and rely more on the use of judgement. 

In order to illustrate the preparation of financial statements let us consider the following example. 


[_ Exampie 9.1] 9.1 


Designer Dresses Limited is a small company to be formed by James and William Clark to sell an 
exclusive range of dresses from a boutique in a fashionable suburb of Perth. On 1 January 19x9 they 
plan to invest $50,000 cash to purchase 25,000 shares in the company issued at $2 each. Of this, 
$30,000 is to be invested in new fittings in January. These fittings are to be depreciated over three 
years on the straight line basis (their scrap value is assumed to be zero at the end of their lives). A 
half year’s depreciation is to be charged in the first six months. The sales and purchases projection 
for the company are as follows (all figures are in $000s): 





Jan. Feb. Mar. Apr. May June Total 
Sales 10.2 30.6 30.6 40.8 40.8 51.0 204.0 
Purchases 20.0 30.0 25.0 25.0 30.0 30.0 160.0 
Other costs* 9.0 9.0 9.0 9.0 9.0 9.0 54.0 


* These include wages but exclude depreciation. 


The sales will all be made by credit card. The credit card company will take one month to pay and will deduct 
its fee of 2 per cent of gross sales before paying amounts due to Designer Dresses. One month's credit is allowed 
by suppliers. Other costs shown above do not include rent and rates of $10,000 per quarter, payable on 1 January 
and 1 April. All other costs will be paid in cash. Closing inventory at the end of June is expected to be $58,000. 

Ignoring taxation, and working to the nearest $000, we now use these figures to prepare the following: 


¢ acash flow projection for the six months to 30 June 19x9; 
* a projected profit and loss account for the same period; 
¢ aprojected balance sheet at 30 June 19x9. 
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PROJECTED STATEMENT OF CASH FLOWS 


We have seen in an earlier chapter that the statement of cash flows is fairly straightforward to 


prepare. A typical format is shown below: 


Statement of cash flows for the financial year ended 30 June 19x9 


Cash flows from operating activities 
Receipts from customers 
Payments to suppliers and employees 
Dividends received 
Interest received 
Interest paid 
Income taxes 
Net cash provided by operating activities 


Cash flows from investing activities 
Payments for non-current assets 
Proceeds from sale of non-current assets 
Net cash used in investing activities 


Cash flows from financing activities 
Proceeds from issue of shares 
Proceeds from borrowings 
Repayment of borrowings 
Dividends paid 
Net cash flow from financing activities 


Net increase (decrease) in cash held 
Cash at the beginning of the financial year 


Cash at the end of the financial year 


Xx 

Xx 

Xx 

Xx 

X 

X 
X 

X 

Xx 
x 

Xx 

Xx 

X 

Xx 
x 
Xx 
x 
x 


This statement simply records the cash inflows and outflows of the business. When preparing this 
statement for management purposes, the cash flow statement can be broken down into monthly 
periods. This helps managers to monitor closely changes in the cash position of the business. In fact, 
the format used is often slightly different to that of the cash flow statement, being rather more 
detailed. The format of the typical cash budget is covered in more detail in Chapter 10. Below is an 
outline cash budget for Designer Dresses for the six months to 30 June 19x9. This format is widely 
used and we recommend that you use it when preparing this type of statement. You should note, 
however, that there is no set format for the cash budget and managers are free to decide on the form 


of presentation that best suits their needs. 


Projected cash flow statement for the six months to 30 June 19x9 


Jan. Feb. Mar. Apr. May June Total 
$000 $000 $000 $000 $000 $000 $000 


Cash inflows 
Issue of shares 
Credit sales 
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Cash outflows 
Credit purchases 
Other costs 

Rent and rates 
Fittings 


Net cash flow 
Opening balance 


Closing balance 


In this outline each column represents a monthly period. At the top of each column the cash inflows 
are set out. Below these cash inflows the cash outflows are set out. The difference between the cash 
inflows and outflows is the net cash flow for the period. If we add this net cash flow to the opening 
cash balance brought forward from the previous month we derive the cash balance at the end of the 
month. 

When preparing a cash budget or cash flow statement there are two questions you must ask when 
considering each item of information presented to you. The first question is: 


e Does the item of information concern a cash transaction (i.e. does it involve cash inflows or 
outflows)? 


If the answer to this question is ‘no’ then the information should be ignored for the purposes of 
preparing this statement. You will find that there are various items of information relating to a 
particular period, such as the depreciation charge, which do not involve cash movements. If the 
answer is ‘yes’ then a second question must be asked: 


e When did the cash transaction take place? 


It is important to identify the particular month in which the cash movement takes place. Often the 
cash movement will occur after the period in which a particular transaction has been agreed: for 
example, where sales and purchases are made on credit. 

Problems in preparing cash budgets/cash flow statements usually arise because the two questions 
above have not been properly addressed. 


Activity 9.3 


Fill in the outline cash budget for Designer Dresses Ltd for the six months to 30 June 19x9 using the 
information contained in the example. 


Your answer to the above activity should be as follows: 





Projected cash budget for the six months to 30 June 19x9 


Jan. Feb. Mar. Apr. May June Total 
$000 $000 $000 $000 $000 $000 $000 
Cash inflows 
Issue of shares 50 ~ _ “ - 50 
Credit sales - 10 30 30 40 40 150 
50 10 30 30 40 40 200 
continues... 
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| ’ sags 2 a 
: Net cash flow 3 a - 4 18) > OR) NM 1 (34) 
Opening balance © cS Se —  (e @ im) (35) - 
Closing balance 1. (8 $i) (35) (34) __ (34) 


me 
1. _ The receipts from credit sales will arise one month after the sale has taken place. Hence, cash from January's sales 


ill be received in February, etc. Similarly, trade creditors are paid one month after the goods have been 


purchased. 
2. he closing cash balance or each month is deduced by adding to (or subtracting from) the opening balance the 


cash flow for the month. 


The statement of cash flows for the six months would appear as follows: 


Statement of cash flows for the financial year ended 30 June 19x9 
$000 $000 


Cash flows from operating activities 


Receipts from customers 150 
Payments to suppliers and employees (130 + 54 + 20) (204) 
Dividends received ~ 
Interest received - 
Interest paid - 
Income taxes ae 
et cash provided by operating activities (54) 


Cash flows from investing activities 
Payments for non-current assets (30) 
Proceeds from sale of non-current assets _- 
et cash used in investing activities (30) 
Cash flows from financing activities 


Proceeds from issue of shares 50 
Proceeds from borrowings - 
Repayment of borrowings - 
Dividends paid - 
et cash flow from financing activities 50 


Net decrease in cash held 34 
Cash at the beginning of the financial year _- 


Cash at the end of the financial year (34) 
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PROJECTED PROFIT AND LOSS ACCOUNT 


When preparing the projected profit and loss account it is important to include all revenues that are 
realised in the period (whether or not the cash has been received) and all expenses (including non- 
cash items) that relate to those revenues. Remember that the purpose of this statement is to show 
the wealth generated during the period and this may bear little relation to the cash generated. The 
format for the projected profit and loss account will be along the following lines: 


Projected profit and loss account for the six months to 30 June 19x9 


$000 $000 
Sales x 
Less Cost of sales 
Purchases x 
Less Closing inventory X X 
Gross profit x 
Credit card discounts x 
Rent and rates x 
Other costs x 
Depreciation of fittings xX X 
Net profit Xx 


Activity 9.4 


Fill in the outline profit and loss account for Designer Dresses Ltd for the six months to 30 June 19x9 
using the information contained in the example. 


Your answer to this activity should be as follows: 





Projected profit and loss account for the six months to 30 June 19x9 


$000 $000 
Credit sales 204 
Less Cost of sales 
Purchases 160 
Less Closing inventory _58 102 
Gross profit 102 
Credit card discounts 4 
Rent and rates 20 
Other costs 54 
Depreciation of fittings 5 83 
Net profit 19 


Note: The credit card discount is shown as a separate expense and not deducted from the sales figure. This approach is 
more informative than simply netting off the amount of the discount against sales. 


PROJECTED BALANCE SHEET 


The projected balance sheet reveals the end-of-period balances and should normally be the last of 
the three statements to be prepared since the earlier ones provide information to be used when 
preparing the projected balance sheet: the projected cash flow statement reveals the end-of-period 
cash balance and the projected profit and loss account reveals the projected retained profit for the 
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period for inclusion in the shareholders’ equity section of the balance sheet. The depreciation charge 
for the period, which appears in the projected profit and loss account, must also be taken into 
account when preparing the projected balance sheet. The format for the projected balance sheet will 


be as follows: 
Projected balance sheet as at 30 June 19x9 


$000 $000 
Current assets 
Debtors x 
Inventory Xx x 


Non-current assets 
Fittings at cost x 


Less Accumulated depreciation x xX 
Total assets Xx 
Current liabilities 

Trade creditors x 

Bank overdraft x % 
Capital and reserves 

Paid-up share capital x 

Retained profit x x 
Total claims x 


Activity 9.5 


Fill in the outline balance sheet for Designer Dresses Ltd as at 30 June 19x9 using the information 
contained in the example. 


Your answer to this activity should be as follows: 


Projected balance sheet as at 30 June 19x9 


$000 $000 
Current assets 
Debtors ($51,000 less 2%) 50 
Inventory 58 108 
Non-current assets 
Fittings at cost 30 
Less Accumulated depreciation _5 25 
Total assets 133 
Current liabilities 
Trade creditors 30 
Bank overdraft 34 64 
Capital and reserves 
Paid-up share capital 50 
(25,000 shares issued at $2 each) 
Retained profit 19 _69 
Total claims 133 


Note: The debtors figure represents June credit sales (less the credit card discount). Similarly the creditors figure 
represents June purchases. 
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Alternative form of statement of cash Tlows 
tor forecasting 


In Chapter 5 we discussed the reconciliation component of the cash flow statement, in which the 
operating profit was reconciled with the cash flow from operations. In fact the reconciliation of the 
net profit with the cash flow from operations is generally a more useful approach to forecasting cash 
flows. The revised format for the first section, which is that derived in Chapter 5, is shown below: 


Operating profit after tax x 
add non-cash expenses 
e.g. depreciation/bad debts etc. x 
adjust for changes over the period in 
inventory x/(x) 
debtors x/(x) 
creditors x/(x) 
prepayments and accruals x/(x) 
tax due* x/(x) 
equals the cash flow from operations x 


* An alternative way of aproaching the tax is to use the profit before tax as the profit figure to be 
included in the statement of cash flows with the tax paid being shown as an outflow. 


Activity 9.6 


Prepare the statement of cash flows for Designer Dresses using the above approach. 
Do you agree that this layout is more useful for strategic decision making? Why/why not? 


Statement of cash flows for the financial year ended 30 June 19x9 





$000 $000 
Cash flows from operating activities 
Operating profit after tax 19 
add non-cash expenses 
e.g. depreciation/bad debts etc. 5 
adjust for changes over the period in 
inventory (58) 
debtors (50) 
creditors 30 
prepayments and accruals ~ 
tax due _ 
equals the cash flow from operations (54) 
Cash flows from investing activities 
Payments for non-current assets (30) 
Proceeds from sale of non-current assets - 
Net cash used in investing activities - (30) 


Cash flows from financing activities 
Proceeds from issue of shares 50 
Proceeds from borrowings _ 
Repayment of borrowings ~ 
Dividends paid - 
Net cash flow from financing activities 50 
continues... 
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Net decrease in cash held 34 
Cash at the beginning of the financial year - 
Cash at the end of the financial year (34) 


The links between the three statements seem more obvious for this approach, with the profit clearly linking with 
cash flows and the balance sheet. This approach clearly identifies that profit yielded a positive cash flow which 
was further enhanced by the fact that depreciation is not associated with a cash outflow — so together they yield 
$24,000 cash. The problem lies with the fact that, for this period at least, substantial cash outflows are associated 
with inventory and debtors build up, which are only partly offset by increases in creditors. Working capital 
management is important (see Chapter 12) and the implications of different working capital strategies (good and 
bad) are more clear cut using this approach. 


Evaluation of projected statements 


Projected financial statements must be evaluated in order to ensure that sensible financial decisions 
are made. When evaluating such statements you must ask yourself a number of key questions. These 
include the following: 


How reliable are the projections that have been made? 

What underlying assumptions have been made and are they valid? 

Are the cash flows satisfactory? Can they be improved by changing policies or plans, e.g. delaying 
capital expenditure decisions, requiring debtors to pay more quickly, etc.? 

Is there a need for additional financing? Is it feasible to obtain the amount required? 

Can any surplus funds be profitably reinvested? 

Is the level of projected profit satisfactory in relation to the risks involved? If not, what could be 
done to improve matters? 

Are the levels of sales and individual expense items satisfactory? 

Have all relevant expenses been included? 

Is the financial position at the end of the period acceptable? 

Is the level of gearing acceptable? Is the company too highly geared? 


Activity 9.7 


Evaluate the projected financial statements of Designer Dresses Ltd. Pay particular attention to the 
projected profitability and liquidity of the business. 


The projected statement of cash flows reveals that the company will have a bank overdraft throughout most of 
the period under review. The maximum overdraft requirement will be $41,000 in April 19x9. Although the 
company will be heavily dependent on bank finance in the early months, this situation should not last for too 
long providing the company achieves and then maintains the level of projected profit. The alternative statement 
of cash flows used above highlights that much of the cash flow problem is due to the build up of inventory and 
debtors. A build up of this amount is inevitable when starting from scratch, but is unlikely to continue. 

The company is expected to achieve a net profit margin of 9.3 per cent and a return on owners’ equity (using 
end-of-period figures) of 27.5 per cent. This level of return for a new business may be considered acceptable. The 
return on equity, in particular, seems to be high. However, the business is of a high-risk nature and therefore the 
owners will be looking to make high returns. As this is a new company involved in a high-risk business it may be 
very difficult to project into the future with any real accuracy. Thus, the basis on which the projections have been 


made requires careful investigation. 
continues... 
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Some further points regarding profitability can be made. It is not clear from the question whether the wages" 
included in the profit and loss account include any remuneration for James and William Clark. If no remuneration for 
their efforts has been included, the level of profit shown (as a reward for acting as an entrepreneur) may be 
overstated. It may not be possible to extrapolate the projected revenues and expenses for the six-month period in 


for the year. It may be that the business | is ‘Seasonal in ‘nature, as therefore the 





















ore » obtain a projected profit f 
following six-month period may be. ceo different. 








a Dalgleish Ltd is a wholesaler supplier of stationery. In recent months the company hue experienced 

™, liquidity problems. The company has an overdraft at the end of November 19x8 and the bankhas been 
| pressing for a reduction in this overdraft over the next six months. The company is owned by the 

Dalgleish family who are unwilling to raise finance through long-term borrowing. : _ 

The balance sheet of the business as at 30 November 19x8 is as follows: 


Balance sheet as at 30 November 19x8 





Inventory Oe his bas cran ooc HME a ee 





‘Non-current assets 7 : oS 

Fixtures and fittings acest oe Wey en aa 7 
Less Accumulated | deacon Or ee 38 136 
Freehold land and premises at cost eh BA 

_ Less Accumulated depreciation — ee 7 MA oe 88 


Total assets e i ee Petes ae 624 | 


Current liabilities ee} ce ae 

Bank overdraft | As 9126 

Trade creditors 145 
Income tax — : 24 


. | Dividends payable | _20 315 








_ Capital and! reserves | 
Paid- -up share capital (issued at $1) — 200 
Retained profits _ 109... — 309 


Total claims 6 oo 7 oo 624 





oll wing projections for the six months ended 31 May 19x9 are available concerning the business: 








a Sales and purchases for the six months ended 31 May i will be as follows: 


- Sales Purchases | 
| | - $000 - $000 
‘December | 7 os 160 150 
January . 220 180 
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o | February 
| March © 
. | April — / : 


a ae dividend Souetuading will be a paid in December 19x8. The tax i is s due for payment in n August. | 
8 rhe company intends to purchase, and pay for, new fixtures and | fittings at t the end of / bake 19x9 for 
$280 000. These will be delivered i in June 19x9. | : . 


: a) Prepare a cash budget for Dalgleish Ltd for each of the six months t to ma ) a | 
_ (b) Convert : this into a statement of cash flows using the © ‘reconcilation’ approach discussed above, 


aa, hie pone Mae las come Y 7 





] (c) Prepare a a projected profit and loss account for the six months to 31 May 1 19x9._ 


 (d) Prepare a a projected balance sheet as at 317 May 19x9. : 4 
te Briefly discuss ways i in which the eomipany rig reduce the bank overdraft as s required by the _ 


aoa 


: | : Cash inflows 
_ Credit sales 
— Cash sales 





Purchases 


Administration ec costs : 


Sass 
S te : 8 
Dividends — 


Net cash flow 
- | sain balance 


| Closing balance 


120 
8 


20 


(53) 
(126) © 


(79) 





— $000 


40 | 


$000 


—12— 


i 


150 
S. 


40 
8 


(28) 
(179) 


(207) _ 
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oe o 
$000 


154 
Te 
226 


40 


30 


(207) 


(177) 


$000 


‘18 


213 : 


44 


20 


- 


(17) | : 
Wy 


hoe : - 
oe 


o ks . 
410 
23 


(47) 


(241) 


S : tie May i 
$000 


so | 
2 


44 
20 


ey 
(241) 


Cee 


— 
120 





a 


Total 
$000 — 


ae 


339 


“110... 


52 


Coe 


60 
28 
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(126) — 
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(b) Statement of cash flows for the spice gl year ended 31 May 19x9 : 
ies $000 a 


Cash flows from operating activities : 

Operatingloss sw ee 

add non-cash expenses | ee 
depreciation | . 3 be - 24 

adjust for changes over the period i nh ee 
increase in inventory oe GO) 
increase in debtors | | Oo 20) 
increase increditors = oo ee 15 : 

increase in prepayments advertising) Pee ue - 
equals the cash flow from operations = Lm” Csi si 








Cash flows from investing activities | | oS 
Payments for non-current assets _ ay 
Proceeds from sale of non-current assets | -) : eg 
Net cash used in investing activities ce | a 


Cash flows from financing activities a 
Proceeds from issue of shares 7 = 
Proceeds from borrowings | ~ 
Repayment of borrowi ings a e am: 
Dividends paid | | ee | 
Net cash flow from financing activities — cee 3 = ee (20) Dies 


Net decrease in cash held : peas | ‘ 137, ; 
Cash at the beginning of the Snanictal year (126) © 


Cash at the end of the financial year oe es Coe eee (263) oe LU 


(c) Projected profit and loss account for the six months to 31 May 19x9 
$000 $000 
Sales 1,130 
Less Cost of sales (bala ncing figure) 791 
Gross profit (30% of sales) , 339 
Wages 252 | 
Selling expenses (exciuding advertising campaign) 48 
Administration expenses (including depreciation of 24) 76 
: —_— | 376 
Net loss : 37 


Notes 
1. The advertising campaign relates to the next financial period and will therefore be charged to the peat and loss 
account of that period. — 
2. Cost of sales = 70% of sales = $791,000. : 
Opening inventory + purchases - closing inventory = cost of sales, 
so 142 + 850 - x = 791, 
so x (closing inventory) = 142 + 850 - 791 = 201. — 
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(d) 


Current assets 
Debtors 

Prepaid advertising 
Inventory 


Non-current assets 

Fixtures and fittings at cost 

Less Accumulated depreciation 
Freehold land and premises at cost 
Less Accumulated depreciation 


Total assets 


Current liabilities 
Bank overdraft 
Trade creditors 
Income tax 
Dividends payable 


Capital and reserves 
Paid-up capital (issued at $1 each) 
Retained profits 


Total claims 


Balance sheet as at 31 May 19x9 


$000 


140 
12 
201 


202 
56 
250 

30 


263 
160 
24 


200 
72 


$000 


353 


146 


220 
366 


719 


272 
719 


Notes 
70% of May’s sales 


see note above 


increase of $28,000 
increase of $18,000 


increase of $6,000 


from cash flow 
May’s purchases 
due in August 
paid in December 


109 - 37 


(e) You may have thought of a number of possible options. The following (or perhaps some combination of these) 
might be feasible: 


Note: The Dalgleish family have ruled out the possibility of raising a loan. 


new equity finance injected by the Dalgleish family or others; 


reduce inventory levels; 

delay purchase/payment of fixtures; 
sell non-current assets; 

increase proportion of cash sales; 
reduce period of credit to debtors; 
delay payment of trade creditors. 


Each of the above options has advantages and disadvantages and these must be carefully assessed before a final 
decision is made. 


sensitivity analysis 
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Sensitivity analysis is useful when evaluating projected financial statements. The technique involves 
taking a single variable (e.g. volume of sales) and examining the effect of changes in the chosen 
variable on the likely performance and position of the business. An assessment can then be made of 
the sensitivity of performance and position to changes in that variable. Although only one variable is 
examined at a time, a number of variables, considered to be important to the performance of a 
business, may be examined consecutively. There is nothing wrong with changing more than one 
variable at a time, but that is not strictly sensitivity analysis. It is more akin to scenario analysis 
when different scenarios are examined and their consequences followed through. 
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In essence, using sensitivity analysis a series of ‘what if’ questions is posed. In relation to sales, 
for example, the following questions might be asked: 


e What if sales volume is 5 per cent higher than expected? 
e What if sales volume is 10 per cent lower than expected? 
e What if sales price is reduced by 4 per cent? 

e What if sales price could be increased by 6 per cent? 


In answering these questions it is possible to develop a better ‘feel’ for the effect of projection 
inaccuracies on the final outcomes. However, this technique does not assign probabilities to each 
possible change nor does it consider the effect of more than one variable on projected outcomes at a 
time. 


Projections using spreadsheets 


Preparing projected financial statements is facilitated by the use of spreadsheet packages. In 
essence, a spreadsheet package is simply a matrix of rows and columns that can be loaded into a 
computer and viewed on the computer screen. The intersection of a row and a column is referred to 
as a cell, into which it is possible to insert numbers, equations or descriptions. A simple model can 
be built using this matrix. For example, the projected cash flow statement for Dalgleish Ltd, dealt 
with earlier, may be prepared using the rows and columns of a spreadsheet package as follows: 


A B C D E F G H 
1 Dec. Jan. Feb. Mar. Apr. May Total 
2 $000 $000 $000 $000 $000 $000 $000 
3 Cash inflows 
4 Credit sales 120 112 154 168 105 112 771 
5 Cash sales _48 _66 Br: 45 48 _60 _ 339 
6 168 178 226 213 153 172 Pa’, 
7 Cash outflows —_ a a —_ —_ —_ a 
8 Purchases 145 150 140 170 110 120 835 
9 Admin costs 8 8 8 3 10 10 52 
10 Wages 40 40 40 44 44 44 252 
11 Selling expenses 8 8 8 8 8 20 60 
12 Fixtures 28 28 
13 Dividends _20 —_ =—— _ a — __20 
14 221 206 196 230 200 194 1cer 
15 —_ —_ —_ —_ —_ —_ a 
16 Net cash flow (53) (28) 30 (17) (47) (22) (137) 
17 Opening balance (126) (179) (207) (177) (194) (241) (126) 
18 Closing balance (179) (207) = (177) — (194) (241) = (263) (263) 


Cell B6 can be made equal to the sum of cells B4 and B5, cell C6 can be made equal to the sum of C4 
and C5, etc. so that all calculations are carried out by the package. The total columns would all be 
calculated using formulae, e.g. H4 would be set up using the formula =SUM(B4:G4), H6 would be set 
up using =H4+H5 etc. 

The spreadsheet package is useful if managers wish to carry out sensitivity or scenario analysis on 
the projected statements. One or more variables may be altered and the spreadsheet will quickly 
recalculate the totals to show the effect of the change. 
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As you become more proficient with spreadsheets the relationships and use of formulae become 
more obvious and useful. The only real advantage of using the simple spreadsheet above is 
arithmetic. In practice you should be trying to identify as many relationships and formulae as 
possible. For example sales volume and price can be input as a variable, with the sales figure being 
shown using the formula = the grid reference which has the price in it multiplied by the grid 
reference with the sales quantity in it. If we then need to test the sensitivity on cash flows of changes 
in sales price or quantity, only these two grid contents need to be changed. Of course cost of sales 
will be dependent on sales volume, so there is a need to identify the relationship and build it into 
the spreadsheet model. Taxation will link to profits, so the calculation of the tax figure should be by 
use of a formula. These and other links will emerge with practice. 

It is also important to note that the three main financial statements link and overlap. In the cash 
flow forecast illustrated above, the cash from sales figures will link (albeit with adjustments) with 
both the profit and loss account and the balance sheet (through debtors). Depreciation will impact 
on both the profit and loss account and the balance sheet. There are a multitude of such linkages, as 
should be clear from the earlier exercises, especially those in Chapter 3 and in Appendix A where 
duality or double entry was critical. 


[ Example 9.2 _| 9.2 


Table A9.1 on page 218 provides a suggested solution to Designer Dresses set out on a spreadsheet. 
You should check this carefully and ensure that you understand it. You should particularly note that the 
top section consists of input variables. Any changes in these will be reflected in the subsequent 
financial forecasts, as these forecasts use formulae which manipulate the input data. Points worth 
noting include: 





in the profit and loss 


¢ the sales figure is directly linked with H4 — the total sales in the input section; 

¢ the purchases figure is directly linked with H5 — the total purchases in the input section; 

¢ the closing inventory is linked with D14 — the closing inventory in the input section; 

¢ the cost of sales figure uses a formula; 

¢ the credit card discounts link sales with the percentage input in E18; 

¢ other costs and rent and rates are picked up directly from the input section; 

¢ depreciation is calculated by using the input for fittings and the depreciation method/rate; 


in the cash budget and statement of cash flows 


¢ the share proceeds link with the amounts from the input section; 

¢ the credit sales figure builds in a lag of one month and a discount; 

¢ the other cash outflows link directly with the input; 

¢ the net cash flow is calculated by formula; 

¢ the initial opening balance is input, the remainder are worked out by formula; 

¢ the closing balance is derived by formula; 

¢ the increase in debtors links the discount and the time lag with the figures input; 


in the balance sheet 


¢ all of these figures link with the input or earlier calculations; 
¢* note the link between accumulated depreciation/depreciation provision and depreciation in the profit and 
loss; 
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* note the profit and loss figure in the balance sheet, which links with the net profit figure in the profit and loss. 


Table A9.2 on page 220 shows relevant parts of the spreadsheet set out in a way which shows formulae, thus 
illustrating the linkages. | 

It should be apparent to you that the strength of the spreadsheet is in the ease with which changes can be 
made. What happens if: 


- sales in June were $60,000; 
¢ fittings of only $15,000 were purchased; 
* purchases were $50,000 in January. 


Given the way the spreadsheet has been set up, the answers can be obtained simply by changing the relevant 
grid in the input section. 

In fact, the relationships identified by Designer Dresses are really quite simplistic. In reality, spreadsheet 
models are likely to become quite complex as knowledge of relationships expands. Typical complications 
include: 


- for most businesses there will be opening figures to start with, which need to be input, which will have a 
relationship with the transactions that occur in the year; 

* the relationships between sales, debtors and cash need to be understood and modelled in the spreadsheet 
wherever nhcicheeselll 

— sh and cost of sales need to be understood and modelled 

in the spreatishen enn ee, 

* the cost-volume relationships need to be understood and incorporated; 

¢ dividends and tax; 

* non-current asset movements and associated depreciation. 





Re-do Activity 9.8 on a spreadsheet, then answer the following questions. __ 
What will be the profit and cash flow for the period assuming: 


* an increase in sales of 10 per cent; | : 

* an increase in the gross profit margin to 33 per cent; 

* areduction in administration costs (other than depreciation) to $6, 000 a ‘month; 
¢ the taking of two months’ credit from suppliers; 

* the reduction in credit to customers to half a month. 


A possible spreadsheet solution is shown as Table A9.3 on page 222. The formulae a are shown as Table 
A9.4 on page 225. : —S 


The profit and cash flow for the year after the modifications are: 


Profit: : Cash flow for the year : 
base case nee _37 : ee a 
* an increase in sales of 10 per cent; -3.1 -38 
* an increase in the gross profit margin to 33 per cent; -3.1 | = 137° | 
* areduction in administration costs to $10,000 a month; ee 
° the taking of two months credit from suppliers; =| ee a 
¢ the reduction in credit to customers to half a month. a 37 : =67 . 
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Self-Assessment Question 9.1 


Quardis is an importer of high-quality laser printers which can be used with a range of 
microcomputers. The balance sheet of Quardis Ltd as at 31 May 1999 is as follows: 


$000 $000 
Current assets 
Cash 2 
Debtors 34 
Inventory 24 60 
Non-current assets 
Fixtures and fittings at cost 35 
Less Accumulated depreciation _10 25 
Freehold premises at cost 460 
Less Accumulated depreciation _30 430 

455 

Total assets 515 
Current liabilities 
Trade creditors 22 
Income tax 14 
Dividends payable 10 46 
Non-current liabilities 
Loan — High Country bank 125 
Shareholders’ equity 
Paid-up share capital (issued at $1 each) 200 
Retained profits 144 344 
Total claims 515 





The following information is available for the year ended 31 May 2000: 


1. Sales are expected to be 15,000 units at $20 each, giving $300,000 for the year. Sixty per cent of sales 
are on credit and it is expected that, at the year-end, three months’ credit sales will be outstanding. 
Sales revenues accrue evenly over the year. 

2. Purchases of inventory during the year will be $186,000 and will accrue evenly over the year. All 
purchases are on credit and at the year-end it is expected that two months’ purchases will remain 
unpaid. Cost of sales is estimated to be 60 per cent of sales. 

3. Fixtures and fittings costing $25,000 will be purchased and paid for during the year. Depreciation is 
charged at 10 per cent on the cost of fixtures and fittings held at the year-end. 

4. Depreciation is charged on freehold premises at 2 per cent on cost. 

5. On1 June 1999, $30,000 of the loan from the Highland Bank is to be repaid. Interest is at the rate of 13 
per cent per annum and all interest accrued to 31 May 2000 will be paid on that day. 

6. Wages for the year will be $54,000. At the year-end it is estimated that $4,000 of this total will remain 
unpaid. 

7. Other overhead expenses for the year (excluding those mentioned above) are expected to be $21,000. 
At the year-end it is expected that $3,000 of this total will still be unpaid. 

8. A dividend of 5c per share is expected to be announced at the year-end. The dividend outstanding at 
the beginning of the year will be paid during the year. 

9. Tax is payable at the rate of 35 per cent. Tax outstanding at the beginning of the year will be paid 
during the year. continues... 
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Preferably use a spreadsheet to: 


(a) prepare a projected profit and loss account for the year ended 31 May 2000; 
(b) prepare a projected balance sheet as at 31 May 2000; 
(c) prepare a projected statement of cash flows for the year ended 31 May 2000; 
(d) comment on the significant features revealed by these statements; 
(e) use the spreadsheet to identify the impact on the financial results of: 
(i) an increase in sales volume of 5 per cent — wages and other overheads can be regarded as a fixed 
cost for any expected sales volume; 
(ii) a reduction in cost of sales to 58 per cent of sales; 
(ili) a tightening of credit to customers to two months. 


All workings are to the nearest $000. 





SUMMARY 


In this chapter we have examined the preparation of projected financial statements. We have seen that such 
statements are used mostly for internal planning purposes. The preparation of projected statements is based on the 
same principles as those underlying the preparation of historic statements, the only difference being that we employ 
projected rather than actual data. Projected statements are only useful if the projections made are reliable, hence the 
starting point in any evaluation of projected statements is the examination of the way in which the projected data 
were developed and any assumptions made. The use of scenario analysis and sensitivity analysis can be helpful in 
developing a ‘feel’ for likely future outcomes. 


REVIEW QUESTIONS 


9.1 Should forecast results be part of the published reports of quoted companies? 


9.2 Consider the relative importance of ‘relevance’ and ‘reliability’ in the context of both historic and forecast 
financial statements. 


9.3. Discuss the proposition that the modified form of cash flow statement, built around the reconciliation of net 
profit and cash inflows from operations, is more useful for decision making. 


9.4 Identify the main advantages of using spreadsheets to develop forecast financial statements to assist in strategic 
decision making. 


EXAMINATION-STYLE QUESTIONS 


9.1 Prolog Ltd is a small wholesaler of microcomputers. It has in recent months been selling 50 machines a month at 
a price of $2,000 each. These machines cost $1,600 each. A new model has just been launched and this is expected to 
offer greatly enhanced performance. Its selling price and cost will be the same as for the old model. From the 
beginning of January, sales are expected to increase at a rate of 20 machines each month until the end of June when 
sales will amount to 170 units per month. They are expected to continue at that level thereafter. Operating costs, 
including depreciation of $2,000 per month, are forecast as follows (all in S000s): 


Jan. Feb. Mar. Apr. May June 
Operating costs 6 8 10 12 12 12 


Prolog expects to receive no credit for operating costs. Additional shelving for storage will be bought, installed and 
paid for in April costing $12,000. Tax of $25,000 is due at the end of March. Prolog anticipates that debtors will amount 
to two months’ sales. To give their customers a good level of service Prolog plans to hold enough inventory at the end 
of each period to fulfil anticipated demand from customers in the following month. The computer manufacturer, 
however, grants one month’s credit to Prolog. 
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Prolog Ltd’s balance sheet appears below. 


Balance sheet at 31 December 19x8 





$000 $000 
Current assets 
Cas os 
Debtors 200 
Inventory 2 312 
Non-current assets _80 
Total assets 392 
Current liabilities 
Trade creditors 112 
Income tax 25 
Overdraft _68 205 
Capital and reserves 
Paid-up share capital (issued at 25c per share) 10 
Retained profits WT 187 
Total claims 392 


Required: 
(a) Prepare a cash forecast for Prolog Ltd showing the cash balance or required overdraft for the six months ending 30 
June 19x9. : 
(b) Compute at 30 June 19x9 Prolog’s: 
(i) Current ratio. 
(ii) Acid test ratio. 
You should ignore any possible tax liability or proposed dividend. 
(c) State briefly what further information a banker would require from Prolog before granting additional overdraft 
facilities for the anticipated expansion of sales. 


9.2 Davis Travel Limited specialises in the provision of winter sports holidays but it also organises outdoor activity 
holidays in the summer. You are given the following information: 


Abbreviated balance sheet as at 30 September 19x7 


$000 $000 
Current assets 
Cash 30 
Non-current assets 560 
Total assets +590 
Current liabilities 
Trade creditors 180 
Non-current liabilities 
Loans 110 
Shareholders’ equity 
Paid-up share capital 100 
Retained profits 200 300 
Total claims 590 
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Its sales estimates for the next six months are: 


Number of Number of Promotion 
bookings received _ holidays taken Expenditure 

$000s 
October 1,000 100 
November 3,000 150 
December 3,000 1,000 150 
January 3,000 4,000 50 
February 3,000 
March 2,000 
Total 10,000 10,000 450 





Holidays sell for $300 each. Ten per cent is payable when the holiday is booked and the remainder after two 
months. 

Travel agents are paid a commission of 10 per cent of the price of the holiday one month after the booking is 
made. 

The cost of a flight is $50 per holiday and a hotel $100 per holiday. Flights and hotels must be paid for in the 
month in which the holidays are taken. 

Other variable costs are $20 per holiday and are paid in the month of the holiday. 

Administration costs, including depreciation of non-current assets of $42,000, amount to $402,000 for the six 
months. Administration costs can be spread evenly over the period. 

Loan interest of $10,000 is payable on 31 March 19x8 and a loan repayment of $20,000 is due on that date. For 
your calculations you should ignore any interest on the overdraft. 

The creditors of $180,000 at 30 September are to be paid in October. 

A payment of $50,000 for non-current assets is to be made in March 19x8. 


The airline and the hotel chain base their charges on Davis Travel’s forecast requirements and hold capacity to 


meet those requirements. If Davis is unable to fill this reserved capacity a charge of 50 per cent of those published 
above is made. 

Prepare: 

(i) Acash forecast for the six months to 31 March 19x8. 

(ii) A profit and loss account for the six months ended on that date. 

(iii) A balance sheet at 31 March 19x8. 


(b) Discuss the main financial problems confronting Davis Travel. 


Ignore taxation in your calculations. 


9.3 Changes Limited owns a chain of eight shops selling fashion goods. In the past the company maintained a 
healthy cash balance. However, this has fallen in recent months and at the end of September 19x6 it had an overdraft 
of $70,000. In view of this, its managing director has asked you to prepare a cash forecast for the next six months. You 
have collected the following data: 


October November December January February March 
$000 $000 $000 $000 $000 $000 
Sales forecast 140 180 260 60 100 120 
Purchases 160 180 140 50 50 50 
Wages and salaries 30 30 40 30 30 32 
Rent 60 
Rates 40 
Other expenses 20 20 20 20 20 20 
Refurbishing shops 80 


Inventory at | October amounted to $170,000 and creditors were $70,000. The purchases in October, November and 
December are contractually committed and those shown for January, February and March, are the minimum necessary 
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to restock with spring fashions. Cost of sales is 50 per cent of sales and suppliers allow one month's credit on 
purchases. Taxation of $90,000 is due on | January. The rates payment is a charge for a whole year and other expenses 
include depreciation of $10,000 per month. 


a) Compute the cash balance at the end of each month, for the six months to 31 March 19x7. 

b) Compute the inventory levels at the end of each month for the six months to 31 March 19x7. 

c) Prepare a profit and loss account for the six months ended 31 March 19x7. 

d) What problems might Changes Limited face in the next six months and how would you attempt to overcome 
them? 


( 
( 
( 
( 
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Appendix to Chapter 9 


Table A9.1 (1) * Spreadsheet solution to Designer Dresses. 
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Table A9.1 (2) « Spreadsheet solution to Designer Dresses. 
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Table A9.2 (1) * Spreadsheet solution to Designer Dresses — relevant formulae. 
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Table A9.2 (2) * Spreadsheet solution to Designer Dresses — relevant formulae. 
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Table A9.3 (1) ° iinet solution to Dalgleish Ltd. 
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Table A9.3 (2) « sean snot solution to Dalgleish Ltd. 


a: 9 a 2 = ee ee ee ee 
Oe, a SO SS a Kee SN Le SS NNN SAN 
Ce ie ie Sees SERS el an OE GK DE eS eee 
44{ | Dec] Jan| Feb| Mar| Apr| May|Total| | Notes | 
FSS ca a a ae (a a aes es ee 
46 |Cashsales | 48{ 66] 72{ 45] 48| eo] 339) | | 
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2 a ee) eee ee ee ee es ee en Aes 
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a Se, ‘Re onme Renies Se: GS ee Re (are 
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Table A9.3 (3) * Spreadsheet solution to Dalgleish Ltd. 
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Table A9.4 (1) « Spreadsheet solution to Dalgleish Ltd —- formulae. 
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Table A9.4 (2) * Spreadsheet solution to Dalgleish Ltd — formulae. 
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Table 9.4 (3) * Spreadsheet solution to Dalgleish Ltd — formulae. 
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Objectives When you have completed your study of this chapter you should be able to: 


e define a budget and show how budgets, corporate objectives and long-term plans are 


related; 
e explain the interlinking of the various budgets within the business; 


e indicate the uses of budgeting and construct various budgets, including the cash 


budget, from relevant data; 


e use a budget to provide a means of exercising control over the business. 
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This chapter is concerned with budgets. Budgeting is an activity that most business managers 
see as one of the most crucial in which they are engaged. We shall consider the purpose of 
budgets and how they fit into the decision-making and planning process. We shall also consider 
how budgets are prepared. Lastly we shall take a look at how budgets are used to help exercise 


control over the business to try to ensure that plans are achieved. 


Budgets, long-term plans and corporate 
objectives 


In Chapter | we saw that it is important that businesses define what it is they are ultimately seeking 
to achieve. (You should remember that we identified maximisation of the wealth of the business as 
the single most valid financial objective in the private sector.) 

Clearly just to define a broad objective, such as maximisation of the wealth of the business, is not 
sufficient to achieve the goal. It is necessary to go into more detail as to how the objective is to be 
worked towards. Businesses typically do this by producing a long-term plan, perhaps going five years 
into the future, and a short-term plan perhaps (usually) looking at the following twelve months. 

The relationship between these three planning devices can be shown graphically, as in Figure 10.1. 


Figure 10.1 * Objectives, plans and budgets. 


Business 
objectives 


Long-term 
plan 


Budget 
(short-term plan) 





The overall objectives are first defined, they are then translated into long-term plans of action whose 
achievement is through working towards short-term plans or budgets. 

The long-term plan would define the general direction of the business over the next five or so 
years and would deal, in broad terms, with such matters as: 


e the market that the business will seek to serve; 

e production/service rendering methods; 

e what the business will offer to its customers; 

e levels of profit sought: 

e financial requirements and financing methods; 

e personnel requirements; 

e bought-in goods and services requirements and sources. 
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The budget would go into far more detail in respect of the forthcoming year and deal with such 
things as: 


e sales and expenses: 

cash flows: 

short-term credit to be given or taken; 
inventory requirements. 


There is a clear relationship between objectives, long-term plans and budgets. The objective, once 
set, is likely to last for quite a long time, perhaps throughout the life of the business (though 
changes can and do occur). A series of long-term plans identify how the objective is to be pursued 
and budgets identify how the long-term plan is to be fulfilled. 

An analogy might be found in terms of someone enrolling in a course of study. His or her objective 
might be to have a working career that is rewarding in various ways. The person might have identified 
the course as the most effective way to work towards this objective. In working towards achievement 
of this, passing a particular stage of the course might be identified as the target for the forthcoming 
year. 

Here the intention to complete the entire course is analogous to a long-term plan and passing 
each stage is analogous to the budget. Once having achieved the ‘budget’ for the first year, the 
‘budget’ for the second year becomes passing the second stage. 


THE SOURCE OF PLANS AND BUDGETS 


It is the function of the management of a business to set long-term plans and budgets. It is not the 
function of the accountant, though accountants can typically offer technical guidance. The setting of 
plans and budgets may be done as a major exercise when the plans are made for the next period. 
Alternatively, during the period of the long-term plan/budget it can constantly be extended. For 
example, each month the budget for the same month next year is set, thus there will always be fairly 
detailed plans for a full twelve months into the future, such a budget would be called a rolling budget. 

It need not necessarily be the case that long-term plans are set for five years and that budgets are 
set for twelve months and it is up to the management of the business concerned, though these are 
fairly typical of the time periods found in practice. A business involved in certain industries, such as 
information technology, may feel that five years is too long a planning period since new 
developments can, and do, occur virtually overnight. 


Activity 10.1 


Can you think of any reason why most businesses prepare detailed budgets for the forthcoming 
year, rather than for a shorter or longer period? 


The reason is probably that a year represents a long enough time for the budget preparation exercise to be 
worthwhile, yet short enough into the future for detailed plans to be capable of being made. As we shall see 
later in this chapter, the process of formulating budgets can be a time-consuming exercise, but there are 
economies of scale, e.g. preparing the budget for the next twelve months would not normally take twice as 
much time and effort as preparing the budget for the next six months. 


The annual budget sets targets for the year for all levels of the business. It is usually broken down 
into monthly budgets which define monthly targets. In many cases the annual budget will, in any 
case, be built up from monthly figures. For example, where sales is the limiting factor the sales 
staff will be required to make sales targets for each month of the budget period. The other 
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budgets will be set, for each month of the budget period, following the kind of links depicted in 
Figure 10.2 and explained below. 


DEFINITION OF A BUDGET 


A budget may be defined as a financial plan for a future period of time. Financial because the budget 
is, to a great extent, expressed in financial terms. Note particularly that a budget is a plan, not a 
forecast. To talk of a plan suggests an intention or determination to achieve the planned targets. 
Forecasts tend to be predictions of the future state of the environment. 

Clearly forecasts are very helpful to the planner/budget setter. If a reputable forecaster has forecast 
the particular number of new cars to be purchased in Australia during the next year, it will be 
valuable for a manager in a car manufacturing business to obtain this forecast figure when setting 
sales budgets. However, the forecast and the budget are distinctly different. 


THE INTERRELATIONSHIP OF VARIOUS BUDGETS 


For a particular business for a particular period there is not one budget but a number of them, each 
one relating to a specific aspect of the business. It is generally considered that the ideal situation is 
that there should be a separate budget for each person who is in a managerial position, no matter 
how junior. The contents of all of the individual budgets are, in effect, summarised in master budgets 
which would typically be a budgeted income statement (profit and loss account), balance sheet and 
statement of cash flows. 

Figure 10.2 illustrates the interrelationship and inter-linking of the individual budgets, in this 
particular case using a manufacturing business as an example. 


Figure 10.2 « The interrelationship of various budgets. 
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Starting at the top of Figure 10.2, the finished inventory requirement would be dictated partly by the 
level of sales; it would also be dictated by the policy of the business on finished inventory holding. The 
requirement for finished inventory would define the required production levels, which would in turn 
dictate the requirements of the individual production departments or sections. The demands of 
manufacturing will dictate the materials budget and that will, in conjunction with the business's policy 
on raw material inventory holding, define the stores (raw materials) inventory budget. The purchases 
budget will be dictated by the stores inventory budget which will, in conjunction with the policy of the 
business on creditor payment, dictate the creditors budget. One of the inputs into the cash budget will 
be from the creditors budget; another will be the debtors budget which itself derives via the debtor 
policy of the business from the sales budget. Cash will also be affected by selling and distribution costs 
(themselves indirectly related to sales), by labour and administration costs (themselves linked to 
production) and by capital expenditure. The factors that affect policies on matters like inventory 
holding, and debtor and creditor collection periods will be discussed in some detail in Chapter 12. 

Assuming that the budgeting process takes the order in which we have just reviewed them, it 
might be found in practice that there is some constraint to achieving the sales target. For example, 
the production function of the business may be incapable of providing the necessary levels of output 
to match the sales budget for one or more months. In this case, it might be reasonable to look at the 
ways of overcoming the problem. As a last resort, it might be necessary to revise the sales budget to 
a lower level to enable production to meet the target. 


Activity 10.2 


Can you think of any ways in which a short-term shortage of production facilities might be capable 
of being overcome? 


We thought of the following: 

¢ Higher production in previous months and stockpiling to meet the higher demand period(s). 

« Increasing the production facility might be possible, perhaps by working overtime and/or acquiring (buying or 
leasing) additional plant. 

e It may be possible to subcontract some production. 

« it may be possible to encourage potential customers to change the timing of their buying by offering discounts 
or other special terms during the months that have been identified as being quiet. 


You may well have thought of other approaches. 


There will not only be the horizontal relationships between budgets which we have just looked at but 
there will usually be vertical ones as well. For example, the sales budget may be broken down into a 
number of subsidiary budgets, perhaps one for each regional sales manager. Thus the overall sales 
budget will be a summary of the subsidiary ones. The same may be true of virtually all of the other 
budgets, most particularly the production budget. Figure 10.2 gives a very simplified outline of the 
budgetary framework of the typical manufacturing business. 

All of the operating budgets, which we have just reviewed, are set within the framework of the 
master budgets, i.e. the budgeted profit and loss account, balance sheet and statement of cash flows. 


THE BUDGET SETTING PROCESS 


Budgeting is such an important area for almost all businesses, and other organisations, that they 
tend to approach it in a fairly methodical and formal way. This is usually seen as involving a number 
of steps. These are: 
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establish who will take responsibility for the budget setting process; 
communicate budget guidelines to relevant managers; 

identify the key or limiting factor. 

prepare the budget for the area of the limiting factor; 

prepare draft budgets for all other areas; 

review and co-ordinate the budgets: 

e prepare the master budgets; 

e communicate the budgets to all interested parties: 

e monitor performance relative to the budgets. 


It is usually seen as crucial that those responsible for the budget setting process have real authority 
in the organisation. 


Activity 10.3 
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Why is it crucial that those responsible for the budget setting process have real authority in the 
organisation? 

One of the crucial aspects of the process is establishing co-ordination between budgets so that the plans of one 
department match and are complementary to those of other departments. This usually requires compromise and 
that adjustment of initial budgets must be undertaken. This usually means that someone at board level (or its 
equivalent) has to be closely involved. Only people of this rank are likely to have the necessary moral and, in the 
final analysis, formal managerial authority to force departmental managers to compromise. 


Quite commonly abudget committee is formed to supervise and take responsibility for the budget setting 
process. This committee usually comprises a senior representative of most of the functional areas of the 
business; marketing, production, personnel, etc. Often a budget officer is appointed to carry out, or take 
immediate responsibility for having carried out, the tasks of the committee. Not surprisingly, given their 
technical expertise in the activity, accountants are often required to take roles as budget officers. 

Budgets are intended to be the short-term plans that seek to work towards the achievement of 
long-term plans and to the overall objectives of the business. It is, therefore, important that in 
drawing up budgets managers are well aware of what the long-term plans are, and how the 
forthcoming budget period is intended to work towards them. Managers also need to be made well 
aware of the commercial and economic environment in which they will be operating. It is the 
responsibility of the budget committee to see that managers have all of the necessary information. 

There will always be some aspect of the business which will stop it from achieving its objectives to 
the maximum extent. This is often a limited ability of the business to sell its products. Sometimes it 
is some production shortage, labour, materials, or plant that is the limiting factor, or linked to these, 
a shortage of funds. Often, but not always, production shortages can be overcome by funds, for 
example, more plant can be bought or leased, but not always. It is possible that no amount of money 
will buy certain labour skills or increase the world supply of some raw material. As has been pointed 
out earlier in this chapter, it is sometimes possible to ease an initial limiting factor, for example a 
plant capacity problem can be eliminated by subcontracting. This means that some other factor, 
perhaps sales, will replace the production problem, though at a higher level of output. Ultimately, 
however, the business will hit a ceiling; some limiting factor will prove impossible to ease. 

For entirely practical reasons, it is important that the limiting factor is identified. Ultimately most, 
if not all, budgets will be affected by the limiting factor, so if it can be identified at the outset, all 
managers can be informed of the restriction early in the process. The budget for the area of the 
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limiting factor then needs to be prepared. This will quite often be the sales budget since ability to 
sell is frequently the limiting factor which simply cannot be got round. The other budgets are then 
prepared, complementing the budget for the area of the limiting factor. 

There are two broad approaches to setting budgets, namely top down or bottom up. In the top 
down approach the senior management of each budget area originates the budget targets, perhaps 
discussing them with lower levels of management and, as a result, refining them before the final 
version is produced. With the bottom up approach the targets are fed upwards from the lowest level. 
For example, junior sales managers will be asked to set their own sales targets which then become 
incorporated into the budgets of higher levels of management until the overall sales budget 
emerges. This approach is probably the one found increasingly in practice. Where the bottom up 
approach is adopted it is usually necessary to haggle and negotiate to achieve a consensus, because 
the plans of some departments may not fit in with those of others. 

The budget committee must now review the various budgets and satisfy itself that the budgets 
complement one another. Part of the process is likely to include preparation of the master budgets, 
covering profit and loss, balance sheet and cash flow statement. 

The formally agreed budgets are now passed to the individual managers who will be responsible 
for their implementation. This is, in effect, the most senior level of management (the board of 
directors) formally communicating the task of all other managers to them. Communication of the 
budget effectively authorises management to implement its part of the budget. 

Finally, the budgetary system requires performance to be monitored relative to the budget. Much 
of the budget setting activity will have been pointless unless each manager’s actual performance is 
compared with planned performance, which is embodied in the budget, and remedial action taken 
where things are going wrong. 


The uses of budgets 


Budgets are generally regarded as having four areas of usefulness: 


1. They tend to promote forward thinking and the possible identification of short-term problems. In the previous 
section of this chapter we saw that a shortage of production capacity may be identified during 
the budgeting process. This discovery, in plenty of time, may leave a number of means of 
overcoming the problem open to exploration. Take, for example, the problem of a shortage of 
production at a particular part of the year. If the potential problem is picked up early enough, all 
of the suggestions in the answer to Activity 10.2 and, possibly, other ways of overcoming the 
problem, can be explored and considered rationally. Budgeting should help to achieve this. 

2. They can be used to help co-ordination between various sections of the business. It is crucially important that 
the activities of the various departments and sections of the business are linked so that the 
activities of one department are complementary to those of another. For example, the activities 
of the purchasing/procurement department of a manufacturing business should dovetail with the 
raw materials needs of the production departments. If this is not the case, production could run 
out of inventory leading to expensive production stoppages. Alternatively, excessive inventory 
could be bought, leading to large and unnecessary inventory holding costs. 

3. They can motivate managers to better performance. Having a stated task can motivate performance. It is 
thought by many people that to tell a manager to do his or her best is not very motivating, but to 
define a required level of achievement is likely to motivate. It is felt by some that managers are 
particularly well motivated by being able to relate their particular role in the business to overall 
objectives of the business. Since budgets are directly derived from corporate objectives, 
budgeting makes this possible. 
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It might seem that requiring managers to work towards pre-determined targets will stifle 
managers skill, flair and enthusiasm. There is this danger if targets are badly set. If, however, the 
budgets are set in such a way as to offer challenging, yet achievable, targets, the manager is still 
required to show skill, flair and enthusiasm. 

It is obviously not possible to allow managers to operate in an unconstrained environment. 
Having to operate in a way that matches the goals of the business is a price of working in an 
effective business. 


4. They can provide a basis for a system of control. If senior management wishes to control and to monitor 


the performance of subordinates it needs some standard or yardstick with which the performance 
can be compared and against which it can be assessed. There is a temptation, where it is 
possible to do so, to compare current performance with that which happened last month or last 
year, or perhaps with what happens in another business. However, the most logical yardstick is 
planned performance. 


Activity 10.4 
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What is wrong with comparing actual performance with past performance or the performance of 
others in an effort to exercise control? 


The answer is that there is no automatic reason to believe that what happened in the past, or is happening 
elsewhere, represents a sensible target for this year in this business. Considering what happened last year and in 
other businesses may help in the formulation of plans, but past events and the performance of others should not 
automatically be seen as the target. 


Experience of the past, and of what happens elsewhere, will be taken into account when budgets are 
being set. 

A definition of control is ‘to compel events to conform to a plan’. Even when we talk of controlling 
a motor car, we mean making the car behave in the manner which the driver planned, even though 
that plan may have been made less than a second earlier. 

If there are data available concerning the actual performance for a period (say a month) and this 
can be compared with the planned performance, a basis for control will have been established. Such 
a basis will facilitate management by exception, a technique where senior managers can spend most 
of their time dealing with those of their subordinates who have failed to achieve the budget and not 
having to spend too much time on those who are performing well. It also allows junior managers to 
exercise self control — by knowing what is expected of them and what they have actually achieved, 
they can assess how well they are performing and take steps to correct matters where they are failing 
to achieve. 


An example of a budget — the cash budget 


We shall now look in some detail at one particular budget, the cash budget. There are three reasons 
for using this as an example: 


1. itis at least as good an example as any other budget; 

2. most economic aspects of a business are reflected in cash sooner or later so that the cash 
budget reflects the whole business more than any other single budget, for the typical business: 
and 
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3. very small, unsophisticated businesses (e.g. a corner shop) may feel that full scale budgeting is not 
appropriate to their needs, but almost certainly they should prepare a cash budget as a minimum. 


We shall also consider other budgets later in the chapter. 

Since budgets are documents which are to be used only internally by the business, their style and 
format is a question of management choice and will, therefore, vary from one business to the next. 
However, since managers, irrespective of the business, are likely to be using budgets for similar 
purposes there is a tendency for some consistency of approach to exist across most businesses. We 
can probably say that in most businesses the cash budget would possess the following features: 


1. the budget period would be broken down into sub-periods, typically months; 

2. the budget would be in columnar form, a column for each month; 

3. receipts of cash would be identified under various headings and a total for each month's receipts 
shown: 

4. payments of cash would be identified under various headings and a total for each month's 
payments shown; 

5. the surplus of total cash receipts over payments or of payments over receipts for each month 
would be identified; and 

6. the running cash balance, which would be obtained by taking the balance at the end of the 
previous month and adjusting it for surplus or deficit of receipts over payments for the current 
month, would be identified. 


Typically all of the pieces of information 3 to 6 would be useful to management for one reason or 
another. 
Probably the best way to deal with this topic is through an example. 


[ Example 10.1_ | 10.1 


Suppliers Ltd is a wholesale business. The budgeted profit and loss account for the next six months is 
as follows: 





Jan. Feb. Mar. Apr. May June 

$000 $000 $000 $000 $000 $000 
Sales 52 55 55 60 55 53 
Cost of goods sold 30 31 31 35 31 32 
Salaries and wages 10 10 10 10 10 10 
Electricity 5 5 4 3 3 Ke 
Depreciation 3 3 3 3 3 3 
Other overheads 2 -: 2 az: 2 2 
Total expenses 50 51 50 53 49 50 
Net profit 2 4 5 7 6 3 


The business allows all of its customers one month's credit (i.e. goods bought in January will be paid for in 
February). Sales during December had been $60,000. 

The business plans to maintain inventories at their existing level until March, when they are to be reduced by 
$5,000. Inventories will remain at this lower level indefinitely. Inventory purchases are made on one month's 
credit (the December purchases were $30,000). Salaries and wages and ‘other overheads’ are paid in the month 
concerned. Electricity is paid quarterly in arrears in March and June. The business plans to buy and pay for a new 
delivery van in March. This will cost a total of $15,000, but an existing van will be traded-in for $4,000 as part of 
the deal. The business expects to start January with $12,000 in cash. 


continues... 
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Show the cash budget for the six months ending in June. 


Solution 
Cash budget for the six months ended 30 June: 


Jan. Feb. Mar. Apr. May June 

$000 $000 $000 $000 $000 $000 
Receipts 
Debtors (note 1) 60 52 55 55 60 55 
Payments _ i a _ 
Creditors (note 2) 30 30 cH 26 35 31 
Salaries and wages 10 10 10 1 
Electricity 14 9 
Other overheads 2 | 
Van purchase 11 
Total payments | 
Cash surplus (13) 
27 
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Cash balance (note 3) 


Notes 


1. The cash receipts lag a month behind sales because customers are given a month in which to pay for their 
purchases. 

2. In most months the purchases of inventory will equal the cost of goods sold. This is because the business 
maintains a constant level of inventory. For inventory to remain constant at the end of each month the 
business must exactly replace the amount of inventory that has been used. During March, however, the 
business plans to reduce its inventories by $5,000. This means that inventory purchases will be lower than 
inventory usage in that month. The payments for inventory purchases lag a month behind purchases 
because the business expects to be allowed a month to pay for what it buys. 

3. Each month's cash balance is the previous month’s figure plus the cash surplus (or minus the cash deficit) for 
the current month. The balance at the start of January is $12,000, according to the question. 









pe king at the cash budget of Suppliers Ltd (above), what conclusions do you draw, and what 
possible course of action do you recommend, regarding the cash balances over the period concerned? 
There appears, for the size of the business, to be a fairly large and increasing cash balance. Management might 


give consideration to putting some of the cash into an income-yielding deposit. Alternatively, it could be used to 
expand the trading activities of the business by, for example, increasing the investment in non-current assets. | 
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Suppliers Ltd, the wholesale business which was the subject of Example 10.1, now wishes to prepare 
, its cash budget for the second six months of the year. The budgeted profit and loss account for the 
| second six months is as follows: 


continues... 
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Cost of goods sold 


diy Aug. Sept Oct. Now (Dec. - 
— $000 $000 $000 $000 $000 $000 — 
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| Sales” 


_ Salaries and wages _ ! 
Electricity : 

Depreciation 

Other overheads 

_ Total expenses 

Net profit 


“fleol Bhs owe 2s 
llolBln w . : ry ‘ 2 If r 
A Bless enr es 


| The bocce will continue to allow all of its customers one month's credit (i.e. goods bought in ne will 


be paid for in August). : 
The business plans to increase inventories fram the 30 June level by $1, 000 souk ith until, and 


| In Wee uae pong: the ieee three bible eo levels vill ae eta geese by $1, 000 
Bes purchases, whieh had been made on one month's credit until the June payment, will, , starting 





with the purchases made in June, be made on two months’ credit. . 

salaries and wages and ‘other overheads’ will continue to be paid in the month concerned. Electricity i is 

pa d quarterly in arrears in September and December. 

At the end of December the business intends to pay off part of a loan. This payment is to be cae) that it 

ill leave the business with a cash balance of $5, 000 with which to start next year. 

emember that any information that you need which relates to the first six months af the year, 

including the cash balance which is expected to be brought forward on 1 July, is 3 given in 1 Example 10.1. 
dave a go at the cash budget for Bhs six months ending in December. — : 


_ Cash budget for the six months ended 31 December : — 
oo ay a Sept. Oct. lee a 
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. There will be no payment to creditors | in July b because the June hime sill be cate on 1 two months’ edit and, 
herefore, be paid in August. The July purchases, which will equal the July cost of sales figure plus t the i increase in 
nventories made in July, will be paid for in September and so on. 


2. he repayment is ; simply the amount which will c cause the balance at 31 December to be bai 000. 
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Preparing other budgets 


Though each one will have its own idiosyncrasies other budgets will tend to follow the same sort of 
pattern as the cash budget. Take the debtors budget for example. This would normally show the 
planned amount owing from credit sales to the business at the beginning and at the end of each 
month, the planned total sales for each month and the planned total cash receipts from debtors. The 
layout of the debtors budget would be something like the following: 


Month 17 Month 2 etc. 
$ $ 
Opening balance X xX 
Sales X X 
X X 
Less Cash receipts X X 
Closing balance X X 


The opening and closing balances represent the amount planned to be owed (in total) to the 
business by debtors, at the beginning and end of the month, respectively. 
The layout of the creditors budget would be something like the following: 


Month 1 Month 2 etc. 
$ $ 
Opening balance X X 
Purchases X X 
X x 
Less Cash payments X X 
Closing balance X X 


The opening and closing balances represent the amount planned to be owed (in total) by the 
business to creditors, at the beginning and end of the month, respectively. 

A raw materials inventory budget (for a manufacturing business) would follow a similar pattern, as 
follows: 


Month 7 Month 2 etc. 
$ (or physical units) $ (or physical units) 
Opening balance xX xX 
Purchases X x 
X X 
Less Issues to production X Xx 
Closing balance X X 


The opening and closing balances represent the amount of inventory, at cost, planned to be held by 
the business at the beginning and end of the period, respectively. 

The inventory budget will normally be expressed in financial terms, but may well be expressed in 
physical terms (for example, kg or metres) as well for individual inventory items. 

For a wholesaling or retailing business, i.e. one that sells its inventory in much the same condition 
as it is bought, the fourth line of the inventory budget would be ‘Less Inventory sold’. 
A manufacturing business would normally produce both a raw materials inventory budget and a 
finished goods inventory budget. A finished goods inventory budget (for a manufacturing business) would 
typically be as follows: 


ACCOUNTING: AN INTRODUCTION 


Month 7 Month 2 etc. 
$ (or physical units) $ (or physical units) 


x< 
x< 


Opening balance 

Finished goods inventory 
transferred from production 
| 


Less Finished goods sold 
Closing balance 


Ilx<Ix XIX 
I|<I>< <I> 
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_Activity 10. a 





Have a try at preparing the debtors budget t for ; Suppliers Ltd for the six months from ae to 
_ December (see Activity 10. 6). | 


Debtors budget for the six months s ended 31 December 
July - ‘Aug. | Sept. _ Oct. Nov. _— Dee. 
$000 — ‘$000 $000 $000 $000 =: $000 


| 
| 
| | , 
Opening balance (note y | | s . 57 5 cf #7 = 








10 #2#+6 jm hUuiShhLUlUO ote 


Less Cash eee  -. - 8 | Sr 8 fF 2 sf 





This could, of course, be set out ‘in 
Loan of planned levels a le 


A gene opening s balances will Sn the sales figures for the f previous ; month, since the business plans to allow i its credit 
— one month ‘s credit. : ee a CC . a 








Note how the debtors budget links to the cash budget: the cash receipts row of figures is the same. 
The debtors budget would similarly link to the sales budget. This is how the linking, which was 
discussed earlier in this chapter, is achieved. 

















Have a try at preparing the creditors budget for r Suppliers Ltd for the SIX” months from July to 
December (see Activity 10.6). 
Hint: Remember that the creditor payment period alters from the June purchases onwards. 


Creditors budget for the six months ended 31 December 





| _ July Aug. Sept. | Oct. Nov. Dee. 

_ soo soo sO 6 6f800lhChlU6U8UUDC CSO 

Opening balance (note 1) | (32 6 .+—a.~éB? 70 67 _=sés6O 

Purchases 33 4x . # =&§ 31 29 . 28 

_ | 65 Ss 0 1 6 -& 

Less Cash payments (note 2) - 2 5: ss «© 2 

Closing balance 65 ff A534. Ff  *® =i... 

: = = 7 = = __ continues... 
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This could be set out in any manner that gives the sort of information which management needs in respect of planned 
levels of creditors and associated transactions. 


Notes 

1. The opening balance for July will be the planned purchases figures for the previous month (June), since the 
business plans, until the June purchases, to take one month’s credit from its suppliers. The opening balances for 
July to December will represent the planned purchases for the previous two months. 

2. There will be no payment to creditors planned in July because creditors will be paid two months after the month of 
purchase, starting with the June purchases which will be paid for in August. 


Self-Assessment Question 10.1 


Antonio Ltd has planned production and sales for the next nine months as follows: 


Production units Sales units 
May 350 350 
June 400 400 
July 500 400 
August 600 500 
September 600 600 
October 700 650 
November 750 700 
December 750 800 
January 750 750 


During the period the business plans to advertise heavily to generate these increases in sales. Payments 
for advertising of $1,000 and $1,500 will be made in July and October respectively. 

The selling price per unit will be $20 throughout the period. Forty per cent of sales are normally made 
on two months’ credit. The other 60 per cent are settled within the month of the sale. 

Raw materials will be held in stock for one month before they are used in production. Purchases of raw 
materials will be on one month's credit (buy one month, pay the next). The cost of raw materials is $8 per 
unit of production. 

Other direct production expenses, including labour, are planned to be $6 per unit of production. These 
will be paid in the month concerned. 

Various production overheads, which during the period to 30 June had run at $1,800 per month, are 
expected to rise to $2,000 each month from 1 July to 31 October. These are expected to rise again from 1 
November to $2,400 per month and to remain at that level for the foreseeable future. These overheads 
include a steady $400 each month for depreciation. Overheads are planned to be paid 80 per cent in the 
month of production and 20 per cent in the following month. 

To help to meet the planned increased production, a new item of plant will be bought and will be 
delivered in August. The cost of this item is $6,600; the contract with the supplier will specify that this will 
be paid in three equal amounts in September, October and November. 

Raw materials inventory is planned to be 500 units on 1 July. The balance at the bank the same day is 
planned to be to be $7,500. 

You are required to draw up: 


¢ araw materials budget, showing both physical quantities, and financial values; 
¢ acreditors budget; 
¢ acash budget; 


for the six months ending 31 December. 
The cash budget reveals a potential cash deficiency during October and November. Can you suggest 
any ways in which a modification of plans could overcome this problem? 
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Using budgets for control 


FLEXIBLE BUDGETS 


Earlier in this chapter the point was made that budgets can provide a useful basis for exercising 
control over the business. This is because control is usually seen as making events conform to a 
plan. Since the budget represents the plan, making events conform to it is the obvious way to try to 
control the business. Using budgets in this way is very popular. 

As we saw in Chapter |, for most businesses the routine is as shown in Figure 10.3. 


Figure 10.3 *« The decision-making, planning and control process. 


Identify 
objectives 


Consider 
options 


Evaluate options and 
make a selection 


Prepare 
budgets 


Perform and collect 


information on 
actual performance 





Respond to divergencies 
between plans and 
actuals and exercise 
controls 






Revise plans (budgets) 
if necessary 


These steps in the control process are probably fairly easy to understand. The point is that if plans 
are sensibly drawn up, we have a basis for exercising control over the business. Control also requires 
us to have the means of measuring actual performance, in the same terms as those in which the 
budget is stated. If actual and budget figures are not prepared in the same terms, comparison will 
not usually be possible. 

Taking steps to exercise control means finding out where and why things did not go according to 
plan and seeking ways to put things right for the future. One of the reasons why things may not have 
gone according to plan is that the plans may, in reality, prove to be unachievable. In this case, if 
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budgets are to be a useful basis for exercising control in the future, it may be necessary to revise the 
budgets for future periods to bring targets into the realms of achievability. 

This last point should not be taken to mean that budget targets can simply be ignored if the going 
gets tough. However, for a variety of reasons, including unexpected changes in the commercial 
environment (e.g. unexpected collapse in demand for services of the type in which the business 
deals), budgets may prove to be totally unrealistic targets. In this case, nothing whatsoever will be 
achieved by pretending that the targets can be met. 

By having a system of budgetary control a position can be established where decision making and 
responsibility can be delegated to junior management, yet control can still be retained by senior 
management. This is because senior management can use the budgetary control system to enable it 
to know which junior managers are meeting targets and, therefore, working towards the objectives of 
the business and which managers are failing to do so. 


COMPARISON OF THE ACTUAL PERFORMANCE WITH THE 
BUDGET 


Since the principal objective of most private sector businesses is to enhance their wealth, and 
remembering that profit is the net increase in wealth as a result of trading, the most important 
budget target to meet is the profit target. In view of this we shall begin on that aspect in our 
consideration of making the comparison between actuals and budgets. 

The following are the budgeted and actual profit and loss account for Baxter Ltd for the month of 
May: 








Budget Actual 
Output 1,000 units 900 units 
(production and sales) — a 

$ $ 

Sales 100,000 92,000 
Raw materials (40,000) (40,000 metres) (36,900) (37,000 metres) 
Labour (20,000) (2,000 hours) (17,500) (1,750 hours) 
Fixed overheads (20,000) (20,700) 
Operating profit $20,000 $16,900 








Clearly, the budgeted profit was not achieved. As far as May is concerned, this is a matter of history. 
However, the business (at least some aspects of it) is out of control. Senior management must 
discover where things went wrong during May and try to ensure that they are not repeated in later 
months. Thus, it is not enough to know that overall things went wrong, we need to know where and 
why. 


Activity 10.9 
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Can you see any problems in comparing the various items (sales, raw materials etc.) for the budget 
and the actual performance in order to draw conclusions as to which aspects were out of control? 


The problem is that the actual level of output was not as budgeted. This means that we cannot, for example, say 
that there was a labour cost saving of $2,500 (i.e. $20,000 — 17,500) and conclude that all is well in that area. This is 
because the level of output was 10 per cent less than budgeted and we would therefore expect labour costs to be 
lower than budgeted. 


ACCOUNTING: AN INTRODUCTION 


In order to focus on the differences from a control viewpoint, a comparison is needed between actual 
costs incurred (for the actual volume of production) and those that we would have included in a 
budget if we had planned to achieve the level of production that we did achieve. In other words, in 
the above example we need to compare actual costs incurred in producing 900 units (the actual 
production) with a budget prepared on the assumption that 900 units would be produced. 


Flexing the budget 


Essentially this requires us to ‘flex’ the budget. In the above example this requires us to calculate the 
budget that we would have expected, had the planned level of output been 900 units rather than 
1,000 units. Flexing a budget simply means revising it to that which it would have been had the 
planned level of output been some different figure. 

In the context of control, the budget is usually flexed to reflect the volume which actually 
occurred. To be able to flex the budget we need to know which items are fixed and which are variable, 
relative to the level of output. Once we have this knowledge, flexing is a simple operation. We shall 
assume that sales revenue, material cost and labour cost vary strictly with volume. Fixed overheads, 
by definition, will not. Whether in real life labour cost does vary in this way is not so certain, but it 
will serve well enough as an assumption for our purposes. 

On the basis of the assumptions regarding the behaviour of costs, the flexed budget would be as 
follows: 





Flexed budget 

Output 900 units 
(production and sales) 

$ 
Sales 90,000 
Raw materials (36,000) (36,000 metres) 
Labour (18,000) (1,800 hours) 
Fixed overheads (20,000) 
Operating profit $16,000 





Putting together the original budget, the flexed budget and the actual for May the following is 
obtained: 





Original budget Flexed budget Actual 

Output 1,000 units 900 units 900 units 
(production and sales) a > 

$ $ $ 
Sales 100,000 90,000 92,000 
Raw materials (40,000) (36,000) (36,900) 
Labour (20,000) (18,000) (17,500) 
Fixed overheads (20,000) (20,000) (20,700) 
Operating profit $20,000 $16,000 $16,900 











The critical comparison is between the budgeted operating profit and the actual operating profit. 
What needs to be explained is how the $3,100 reduction in profit occurred. The above table enables 
us to attribute a reduction of $4,000 to the reduction in volume that has resulted — the difference 
between the original budget and the flexed budget. Besides this we can see that (comparing the 
flexed budget with actual costs) an extra $900 was spent on raw materials, $500 less was spent on 
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labour and $700 more was spent on fixed overheads, than we would have expected. Also the sales 
revenue was $2,000 higher than we would have expected, which means that the selling price must 
have been higher than expected. 

Use of the flexed budget figures facilitates a more valid comparison between budget and actual. 
For example we can now see that there was a genuine labour cost saving, even after allowing for the 
output shortfall. Use of the flexed budget also enables us to clearly identify the loss of profit 
associated with a reduction in volume. The reverse is true, increases in volume would usually be 
associated with an increase in profit. 


Activity 10.10 





What will be the loss of profit arising from the sales shortfall, assuming that everything except sales 
volume was as planned ? 

The answer is simply the difference between the original and flexed budget profit figures. The only difference 
between these two profit figures is the assumed volume of sales, everything else was the same. Thus the figure is 
$4,000. 


We call this the sales volume or quantity variance. It is an adverse variance because it, taken alone, has 
the effect of making the actual profit lower than that which was budgeted. We can, therefore, say that 
an ‘x’ variance is the effect of that factor (x) on the budgeted profit. For example, the sales volume 
variance measures the effect on profit of a change in sales volume. When looking at some particular 
aspect like sales volume we assume that all other factors went according to plan. 


Activity 10.11 
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What should the senior management of Baxter Ltd do about the May sales volume variance? 


The answer is that enquiries must be made to find out why the volume of sales fell below the budget figure. Only 
by discovering this information will management be in a position to try to see that it does not occur again in the 
future. 


Who should be asked about this variance? The answer would probably be the sales manager. This 
person should know why this departure from budget has occurred. This is not the same as saying 
that it was the sales manager’s fault. The reason for the problem could easily have been that 
production was at fault in not having produced the budgeted production meaning that there were 
not sufficient items to sell. What is not in doubt is that, in the first instance, it is the sales manager 
who should know the reason for the problem. 

A reconciliation between budgeted profit and actual profit is an essential part of the control 
process. Where the difference can be broken down by reason, control is increased. Differences are 
known as variances and the reconciliation can be summarised as follows: 


budgeted profit plus all favourable variances | minus equals actual profit 
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The reconciliation for Baxter Ltd is set out below: 





$ $ 
Budgeted profit 20,000 
Less Adverse variances 
Sales volume (4,000) 
Raw materials (900) 
Fixed overheads _(700) 
(5,600) 
Plus Favourable variances 
Labour 500 
Sales price 2,000 
2,500 
$16,900 








Activity 10.12 


The budget and actual figures for Baxter Ltd for June are as are given below. They will be used as 


the basis for a series of activities, which you should work through as we look at variance analysis. 
The May figures will be used as examples as part of the text and the June ones will provide the 
information for the activities. Note that the company had budgeted for a higher level of output for — 


June than it did for May. 











La Budget for June © Actual for June 
Output 1,100 units 1,150 units 
2 (production and sales) 
: $ $ 
Sales : 110,000 113,500 
Raw materials (44,000) (44,000 metres) (46,300) (46,300 metres) 
Labour (22,000) (2,200 hours) (23,200) (2,368 hours) 
Fixed overheads (20,000) (19,300) 
Operating profit $24,000 $24,700 





Try flexing the June budget, comparing it with the June actuals and find the sales volume variance. 





| Flexed budget Actual 

Output _1,150 units _1,150 units 
(production and sales) 

$ $ 

Sales 115,000 113,500 

Raw materials (46,000) (46,000 metres) (46,300) (46,300 metres) 
Labour (23,000) (2,300 hours) (23,200) (2,368 hours) 
Fixed overheads (20,000) (19,300) 

Operating profit $26,000 $24,700 








The sales volume variance is $2,000 (favourable) (i.e. $26,000 — 24,000). It is favourable because the original budget 
profit was lower than the the flexed budget profit. 


Clearly what is needed next is a reconciliation of budgeted and actual profits. A comparison of 
budget and flexed budget enables us to derive the first stage of the reconciliation as follows: 
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Budgeted profit 24,000 
Sales volume variance 2,000 
Flexed budget profit 26,000 


The next stage is to compare the flexed budget with actual results in detail. There are differences in 
all lines, which are analysed below. 

Backtracking to May with the sales revenue figure, we saw that there was a difference of $2,000 
(favourable) between the flexed budget and the actual figures. This could only have arisen from 
higher prices being charged than were envisaged in the original budget, because any variance arising 
from the volume difference has already been ‘stripped out’ in the flexing process. Hence the sales price 
variance of $2,000 which was shown in the reconciliation above for May. 


Activity 10.13 





What is the sales price variance for June? 


The sales price variance for June is $1,500 (adverse) (i.e. $115,000 — 113,500). 


In May there was an overall or total direct material variance of S900 (adverse). Who should be held account- 
able for this variance? The answer to this question depends on whether the difference arises from 
excess usage of the raw material, in which case it is the production manager, or whether it is a higher 
than budgeted price per metre being paid, in which case it is the responsibility of the buying manager. 

Fortunately, we have the means available to go beyond this total variance. We can see from the 
figures that 37,000 metres of materials were used when the flexed budget suggested that only 36,000 
were needed. In other words there was a 1,000 metre excess usage of the raw materials. All other 
things being equal, this alone would have led to a profit shortfall of $1,000 since clearly the 
budgeted price per metre is $1. The $1,000 (adverse) variance is known as the direct material usage 
variance. Normally, this would be the responsibility of the production manager since it is that person's 
responsibility to supervise the use of the raw material. 


Activity 10.14 





What was the direct materials usage variance for June? 


The direct materials usage variance for June was $300 (adverse) (i.e. (46,300 — 46,000) x $1). 


The other aspect of direct materials is the direct materials price variance. Here we simply take the actual 
quantity bought and compare what should have been paid for it with what actually was paid for it. In 
May, for a quantity of 37,000 metres the cost should have been $37,000; it was actually $36,900. Thus 
we have a favourable price variance of $100. 


Activity 10.15 
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What was the direct materials price variance for June? 


The direct materials price variance for June was zero (i.e. (46,300 — (46,300) x $1)). 
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As we have just seen, the total direct materials variance is the sum of the usage variance and the 
price variance. This is illustrated for May in Figure 10.4. 


Figure 10.4 » The relationship between the total, usage and price variances for direct materials. 







Total direct 
materials variance 










Direct materials 
usage variance 


Direct materials 
price variance 


Direct labour variances are very similar in style to those for raw materials. The total direct labour variance 
for May was $500 (i.e. $18,000 — 17,500). Again, this information is not particularly helpful since the 
responsibility for the rate of pay lies primarily with the personnel manager, at least to the extent of 
being able to explain the variance. The number of hours taken to complete a particular quantity of 
output is, however, the responsibility of the production manager. 

The direct labour efficiency variance compares the number of hours that would be allowed for the level of 
production achieved with the actual number of hours, and costs the difference at the allowed hourly 
rate. Thus, for May, it was (1,800 — 1,750) x $10 = $500 (favourable). The variance is favourable because 
fewer hours were used than would have been expected (allowed) for the actual level of output. 


Activity 10.16 






What was the direct labour efficiency variance for June? 


The direct labour efficiency variance for June was $680 (adverse) (i.e. (2,368 — 2,300) x $10). 


The direct labour rate variance compares the actual cost of the hours worked with the planned cost. For 
1,750 hours worked in May the allowed cost would be $17,500 (i.e. 1,750 x $10). Since this is exactly 


the amount which was actually paid, there is no rate variance. 
Activity 10.17 


What was the direct labour rate variance for June? 


The direct labour rate variance for June was $480 (favourable) (i.e. (2,368 x $10) — 23,200). 





The remaining area is that of fixed overheads. Here the fixed overhead spending (expenditure) variance is simply 
the difference between the flexed budget and the actual figures. For May, this was $700 (adverse). In 
theory, this is the responsibility of whoever is responsible for controlling overheads expenditure. In 
practice, this tends to be a very slippery area and one that is notoriously difficult to control. 
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What was the fixed overhead spending variance for June? 


The fixed overhead spending variance for June was $700 (favourable) (i.e. $20,000 -— 19,300). 


We are now in a position to reconcile the original May budget profit with the actual one, in an 
expanded way, as follows: 








$ $ 
Budgeted profit 20,000 
Favourable variances 
Sales price variance 2,000 
Direct materials price 100 
Direct labour efficiency _500 2,600 

22,600 

Adverse variances 
Sales volume 4,000 
Direct material usage 1,000 
Fixed overhead spending _700 5,700 
Actual profit 16,900 














: $ $ 
Budgeted profit 24,000 
Favourable variances 
Sales volume 2,000 
Fixed overhead spending 700 
Direct labour rate 480 

Gear 3,180 
27,180 
Adverse variances 
Sales price 1,500 
Direct material usage 300 
Direct labour efficiency 680 
tia 2,480 
Actual profit : $24,700 












The following are the budgeted and actual profit and loss accounts for Baxter Ltd for the month 
of July: 


continues... 
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Budget Actual 
Output 1,000 units 1,050 units 
(production and sales) . oe 

$ $ 

Sales 100,000 104,300 
Raw materials (40,000) (40,000 metres) (41,200) (40,500 metres) 
Labour (20,000) (2,000 hours) (21,300) (2,080 hours) 
Fixed overheads (20,000) (19,400) 
Operating profit $20,000 $22,400 








Produce a reconciliation of the budgeted and actual operating profit, going into as much detail as possible 
with the variance analysis. 


The original budget, the flexed budget and the actual are as follows: 





























Original budget Flexed budget Actual 
Output (production and sales) 1,000 units 1,050 units 1,050 units 
$ $ $ 
Sales 100,000 105,000 104,300 
Raw materials (40,000) (42,000) (41,200) 
Labour (20,000) (21,000) (21,300) 
Fixed overheads (20,000) (20,000) (19,400) 
Operating profit $20,000 $22,000 $22,400 
Reconciliation of the budgeted and actual operating profits for June 
$ $ 
Budgeted profit 20,000 
Favourable variances 
Sales volume (22,000 — 20,000) 2,000 
Direct material usage {[(1,050 x 40) - 40,500] x $1} 1,500 
Direct labour efficiency {[(1,050 x 2) — 2,080] x $10} 200 
Fixed overhead spending (20,000 — 19,400) _ 600 4,300 
24,300 
Adverse variances 
Sales price variance (105,000 — 104,300) 700 
Direct materials price [(40,500 x $1) - 41,200] 700 
Direct labour rate [(2,080 x $10) — 21,300] 500 1,900 
Actual profit oe $22,400 





STANDARD QUANTITIES AND COSTS 


The budget is a financial plan for a future period of time. It is built up from standards. Standards are 
planned quantities and cost (or revenues) for individual units of input or output. Thus standards are 
the building blocks that are used to build the budget. Detailed identification of standards facilitates 
meaningful variance analysis. 

We can say about Baxter Ltd’s operations that: 


e The standard selling price is $100 per unit of output. 
e The standard raw material cost is $40 per unit of output. 
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The standard raw material usage is 40 metres per unit of output. 

The standard raw material price is $1 per metre (i.e. per unit of input). 
The standard labour cost is $20 per unit of output. 

The standard labour time is 2 hours per unit of output. 

The standard labour rate is $10 per hour (i.e. per unit of input). 


The standards, like the budgets to which they are linked, represent targets and, therefore, yardsticks 
by which actual performance is measured. They are derived from experience of what is a reasonable 
quantity of input (for labour time and materials usage) and from assessments of the market for the 
product (standard selling price) and for the inputs (labour rate and material price). These should be 
subject to frequent review and, where necessary, revision. It is vital, if they are to be used as part of 
the control process, that they represent realistic targets. 

Calculation of most variances is, in effect, based on standards. For example, the material usage 
variance is the difference between the standard material usage for the level of output and the actual 
usage, costed at the standard material price. 

Standards can have uses other than in the context of budgetary control. The existence of what 
should be, and normally are, the various usages and costs associated with the operations of the 
business, provides decision makers with a ready set of information for their decision-making purposes. 


REASONS FOR ADVERSE VARIANCES 


A constant possible reason why variances occur is that the standards against which performance is 
being measured are not reasonable targets. This is certainly not to say that the immediate reaction 
to an adverse variance should be that the standard is unreasonably harsh. On the other hand, 
standards that are not achievable are useless. 


Activity 10.21 


The variances which we have considered are: 


¢ sales volume; 

¢ sales price; 

¢ direct material usage; 

¢ direct materials price; 

¢ direct labour efficiency; 

¢ direct labour rate; 

¢ fixed overhead spending (or expenditure). 





Ignoring the possibility that standards may be unreasonable, jot down any ideas which occur to you as 
possible practical reasons for adverse variances in each case. 


The reasons we thought of included the following: 


Sales volume 


¢ Poor performance by sales personnel. 
Deterioration in market conditions between the setting of the budget and the actual event. 
¢ Lack of availability of inventory to sell as a result of some production problem. 


Sales price 
¢ Poor performance by sales personnel. 


¢ Deterioration in market conditions between the setting of the budget and the actual event. 
continues... 
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Direct material usage 

¢ Poor performance by production staff leading to high rates of scrap etc. 
¢ Sub-standard materials leading to high rates of scrap etc. 

¢ Faulty machinery causing high rates of scrap etc. 


Direct materials price 
¢ Poor performance by buying department staff. 
e Change in market conditions between setting the standard and the actual event. 


Labour efficiency 

¢ Poor supervision. 

¢ A low skill grade of worker taking longer to do the work than was envisaged for the correct skill grade. 
¢ Low grade material leading to high levels of scrap and wasted labour time. 

¢ Problems with machinery leading to labour time being wasted. 

¢ Dislocation of material supply leading to workers being unable to proceed with production. 


Labour rate 

¢ Poor performance by the personnel function. 

¢ Using a higher grade of worker than was planned. 

¢« Change in labour market conditions between setting the standard and the actual event. 


Fixed overheads 
¢ Poor supervision of overheads. 
¢« General increase in costs of overheads not taken account of in the budget. 


There is a very large number of variances that it is possible to calculate, given the range of 
operations found in practice. We have considered just the most basic of them. They are all, however, 
based on similar principles. 

Though we have tended to use the example of a manufacturing business to explain variance 
analysis, this should not be taken to imply that variance analysis is not equally applicable and useful 
in a service sector business. 


INVESTIGATING VARIANCES 


It is unreasonable to expect that budget targets will be precisely met each month. Whatever the 
reason for a variance may be, that reason may not be very obvious. This means that to find the 
reason will take time and time is costly. Given that small variances are almost inevitable and that 
investigating variances can be expensive, management needs to establish a policy on which 
variances to investigate and which to accept. For example, for Baxter Ltd (the example used earlier in 
this chapter) the budgeted usage of material during May was 40,000 metres at a cost of $1 per metre. 
Suppose that production had been of the budgeted quantity of output, but that 40,005 metres of 
material had actually been used. Would this adverse variance of $5 be investigated? Probably it 
would not. What, however, if the variance were $50 or $500 or $5,000? 


What broad approach do you feel should be taken to whether to spend money Activity 10.22 


investigating a particular variance? 


The general approach to this policy must be concerned with cost and benefit. The benefit of knowing why a 
variance exists needs to be balanced against the cost of obtaining that information. 
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The only reason that knowing the reason for a variance can have any value is that it might provide 
management with the means to put things back in control, so that future targets can be met. It 
should be borne in mind here that normally variances will either be zero, or more likely very close to 
zero. This is to say that achieving targets, give or take small variances, should be normal. 

Broadly, we can probably say the following: 


e Significant adverse variances should be investigated because the fault that they represent could 
ultimately be very costly. Management must decide what ‘significant’ means. A certain amount of 
science can be brought to bear in making this decision, but it must be a matter of managerial 
judgement as to what is significant. Perhaps a variance of 5 per cent from the budgeted figure 
would be deemed to be significant. 

e Significant favourable variances should probably also be investigated. Though such variances 
would not cause such immediate management concern as do adverse ones, they still represent 
things not going according to plan. If actual performance is significantly better than target, it may 
well mean that the target is unrealistically low. 

e Insignificant variances, though not triggering immediate investigation, should be kept under 
review. For each aspect of operations the cumulative sum of variances, over a series of control 
periods, should be zero, with small adverse variances in some periods being compensated by 
small favourable ones in other periods. This should be the case with variances which are caused 
by chance factors which will not necessarily repeat themselves. 

Where a variance is caused by a more systematic factor that will repeat itself, the cumulative 
sum of the periodic variances will not be zero but an increasing figure. Where the increasing 
figure represents a set of adverse variances it may well be worth investigating the situation, even 
though the individual variances may be insignificant. Even where the direction of the cumulative 
total points to favourable variances, investigation may still be considered to be valuable. 


COMPENSATING VARIANCES 


There is superficial appeal in the idea that linked favourable and adverse variances can be compensated 
without further consideration. For example, a sales manager believes that she could sell more of the 
product if prices were lowered and that this would feed through to increased net operating profit. 


Activity 10.23 


What possible reason is there why the sales manager should not go ahead with the price reduction? 


The change in policy will have ramifications for other areas of the business, including: 

¢ More goods would need to be available to sell, which production might not be able to supply. It might not be 
possible to buy the inventory in from elsewhere. 

¢ Increased sales will involve an increased need for finance to pay for increased production. 





Thus ‘trading-off variances is not automatically acceptable, without a more far reaching consultation 
and revision of plans. 


NECESSARY CONDITIONS FOR EFFECTIVE BUDGETARY 
CONTROL 


It is probably fairly obvious, from what we have seen of control through budgets, that if it is to be 
successful, a system or a set of routines must be established to enable the potential benefits to be 
gained. 
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Jot down a list of any points you can think of which you feel need to be included in any system or 
routines that will enable control through budgets to be effective. 

We have not specifically covered these points, but your common sense, and perhaps, your 
background knowledge, should enable you to think of a few. 





There is no clear cut, absolutely correct answer to this activity. However most businesses that operate successful 
budgetary control systems (there are many of them) tend to show some common factors. These include the 
following: 


¢  A-serious attitude taken to the system by all levels of management, right from the very top. 

¢ Clear demarcation between areas of responsibility of various managers so that accountability can more easily be 
ascribed for any area which seems to be going out of control. 

« Budget targets being reasonable so that they represent a rigourous, yet achievable target. This may be promoted 
by managers being involved in setting their own targets. It is argued by some people that this can promote the 
managers’ commitment and motivation. 

¢ Established data collection, analysis and dissemination routines which take the actual results, the budget figures 
and calculate and report the variances. 

¢ Reports targeted at individual managers, rather than general purpose. This avoids managers having to wade 
through reams of reports to find the part which is relevant to them. 

¢ Fairly short reporting periods — typically a month so that things cannot go too far wrong before they are picked up. 

¢« Variance reports being produced and disseminated shortly after the end of the relevant reporting period. 

¢ Action being taken to get operations back in control if they are shown to be out of control. 


Limitations of the traditional approach to 
control through variances and standards 


Budgetary control, of the type which we have reviewed in this chapter, has obvious appeal and, 
judging by the wide extent of its use in practice, it has value as well. It is somewhat limited at times, 
however. Some of its limitations are as follows: 


e Vast areas of most business and commercial activities simply do not have the same direct 
relationship between inputs and outputs as is the case with, say, level of output and the amount 
of raw materials used. Much of the expense of the modern business is in areas like training and 
advertising which are discretionary and not linked to the level of output in a direct way. 

e Standards can quickly become out of date as a result of both technological change and price 
changes. This does not pose insuperable problems, but it does require that the potential problem 
is systematically addressed. Standards which are unrealistic are, at best, useless. At worst they 
could have adverse effects on performance. A buyer who knows that it is impossible to meet price 
targets anyway, because of price rises, has a reduced incentive to keep costs as low as is possible. 

e Sometimes factors are outside of the control of the manager concerned can affect the calculation 
of the variance for which that manager is held accountable. This is likely to have an adverse affect 
on the manager's performance. This can often be overcome by a more considered approach to 
the calculation of the variance which results in separation of that which is controllable by the 
manager from that which is not. 

e In practice, creating clear lines of demarcation between the areas of responsibility of various 
managers may be difficult. Thus, one of the prerequisites of good budgetary control is lost. 


CHAPTER TEN « BUDGETING 259 





256 


Behavioural aspects of budgetary control 


Budgets, perhaps more than any other accounting statement, are prepared with the objective of 
affecting the attitudes and behaviour of managers. The point was made earlier in this chapter that 
budgets are intended to motivate managers. In practice research evidence generally shows this to be 
true. More specifically: 


e the existence of budgets tends to improve performance; 

e setting demanding, but achievable, budget targets tends to motivate better than less demanding 
targets; 

e unrealistically demanding targets tend to have an adverse effect on managers’ performance; 

e the participation of managers in setting the targets for themselves tends to improve motivation 
and performance. 


It has been suggested that allowing managers to set their own targets will lead to slack being 
introduced, so making achievement of the target that much easier. On the other hand, in an effort to 
impress, a manager may select a target that is not really achievable. These points imply that care 
must be taken in the extent to which managers have unfettered choice of their own targets. 

Where a manager fails to meet a budget, care must be taken by that manager’s senior in dealing 
with the failure. A harsh, critical approach may demotivate the manager. Adverse variances may 
imply that the manager needs help from the senior. 

The existence of budgets gives senior managers a ready means to assess the performance of their 
subordinates. Where promotion or bonuses depend on the absence of variances, senior 
management must be very cautious. 


Self-Assessment Question 10.2 


Toscanini Ltd makes a standard product, which is budgeted to sell at $12.00 per unit, in a 
competitive market. It is made by taking a budgeted 0.4 kg of material, budgeted to cost $7.20/kg, 
and working on it by hand by an employee, paid a budgeted $12.00/hour, for a budgeted 12 minutes. 
Monthly fixed overheads are budgeted at $14,400. The output for May was budgeted at 4,000 units. 
“ The actual results for May were as follows: 


$ 
Sales (3,500 units) 41,460 
Materials (1,425 kg) (10,260) 
Labour (690 hours) (8,070) 
Fixed overheads 3 (14,700) 
Actual operating profit $8,430 





No inventories of any description existed at the beginning and end of the month. 


(a) 


(b) 
(c) 


(d) 


Deduce the budgeted profit for May and reconcile it with the actual profit in as much detail as the 
information provided will allow. 

State which manager should be held accountable, in the first instance, for each variance calculated. 
Assuming that the standards were all well set in terms of labour times and rates and material usage 
and price, suggest at least one feasible reason for each of the variances that you identified in 
requirement (a), given what you know about the company’s performance for May. 

If it were discovered that the actual total world market demand for the company’s product was 10 per 
cent lower than it had been estimated to be when the May budget was set, state how and why the 
variances that you identified in requirement (a) could be revised to provide information that would be 
potentially more useful. 
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SUMMARY 


We began this chapter by considering the relationship between business objectives and short-term plans. We also 
considered how those short-term plans or budgets are derived. Next we considered the role of budgeting and how 
budgets can be used to try to achieve the business objectives. After this we considered how budgets are prepared and 
how budgets for different facets of the business can be made to co-ordinate. 

The chapter then went on to consider how budgets can be used to help management exercise control over the 
business. We saw how it is possible, by making a comparison between the actual outcomes and the original budgets, 
and carrying out further analysis, to identify areas of the business that are not performing according to plan. 


REVIEW QUESTIONS 


10.1 Define a budget. How is a budget different from a forecast? 
10.2 What were the four uses of budgets that were identified in the chapter? 
10.3. What is meant by a variance? 


10.4 What is the point in flexing the budget in the context of variance analysis? 
Does flexing imply that differences between budget and actual in the volume of output are ignored in variance 
analysis? 


EXAMINATION-STYLE QUESTIONS 


10.1 You have overheard the following statements: 


(a) ‘A budget is a forecast of what is expected to happen in a business during the next year.’ 

(b) ‘Monthly budgets must be prepared with a column for each month so that you can see the whole year at a glance, 
month by month.’ 

(c) ‘Budgets are okay but they stifle all initiative. No manager worth employing would work for a business which seeks 
to control through budgets.’ 

(d) ‘Activity based budgeting is an approach which takes account of the volume of activity which is planned to deduce 
the figures to go into the budget.’ 

(e) ‘Any sensible person would start with the sales budget and build up the other budgets from there.’ 


Critically discuss these statements, explaining any technical terms. 


10.2 Finetime Ltd is a new business and started production on | April. Planned sales for the next nine months are as 


follows: 
Sales units 
May 500 
June 600 
July 700 
August 800 
September 900 
October 900 
November 900 
December 800 
January 700 


The selling price per unit will be a consistent $100 and all sales will be made on one month's credit. It is planned 
that sufficient finished goods inventory for each month’s sales should be available at the end of the previous 
month. 

Raw material purchases will be such that there will be sufficient raw materials inventory available at the end of each 
month precisely to meet the following month’s planned production. This planned policy will operate from the end of 
April. Purchases of raw materials will be on one month's credit. The cost of raw material is $40 per unit of finished 
product. | ! 

The direct labour cost, which is variable with the level of production, is planned to be $20 per unit of finished 
production. Production overheads are planned to be $20,000 each month, including $3,000 for depreciation. 
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Non-production overheads are planned to be $11,000 per month of which $1,000 will be depreciation. Various fixed 

assets costing $250,000 will be bought and paid for during April. 
Except where specified otherwise, assume that all payments take place in the same month as the cost is incurred. 
The business will raise $300,000 in cash from a share issue in April. 

You are required to draw up: 

a finished inventory budget, showing just physical quantities; 

a raw materials inventory budget, showing both physical quantities and financial values; 

a trade creditors budget; 

a trade debtors budget: and 

a cash budget 


for the six months ending 30 September. 


10.3 Antonio Ltd makes product X, the standard cost of which is: 

Sales revenue 25 
Direct labour (half hour) (5) 
Direct materials (1 kg) (10) 
Fixed overheads (3) 
Standard profit $7 


The budgeted output for March was 1,000 units of product X; the actual output was 1,100 units, which was sold for 
$28,200. There were no inventories of any description at either end of March. 
The actual production costs were: 
$ 
Direct labour (537.5 hours) 5,550 
Direct materials (1,170 kg) 11,630 
Fixed overheads 3,200 


You are required to calculate the variances for March as fully as you are able to from the available information and to 
use the variances calculated to reconcile the budgeted and actual profit figures. 


10.4 Lewisham Ltd manufactures one product line — the Zenith. Sales of Zeniths over the next few months are 
planned to be as follows: 
1. Demand 
Units 

July 180,000 

August 240,000 

september 200,000 

October 180,000 


Each Zenith sells for $3 each. 
2. Debtor receipts | 
Debtors are expected to pay as follows: 
e 70 per cent during the month of sale. 
e 28 per cent during the following month. 
The remainder of debtors are expected to go bad. 
Debtors who pay in the month of sale are entitled to deduct a 2 per cent discount from the invoice price. 
3. Finished goods inventory 
Finished goods inventories are expected to be 40,000 units at | July. The company’s policy is that, in future, the 
inventory at the end of each month should equal 20 per cent of the following month’s planned sales requirements. 
4. Raw materials inventory 
Raw materials inventory is expected to be 40,000 kg on | July. The company’s policy is that, in future, the inventory 
at the end of each month should equal 50 per cent of the following month's planned production requirements. 
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Each Zenith requires 0.5 kg of the raw material which costs $1.50 per kg. 
Rae materials purchases are paid in the month after purchase. 


5. Labour and overheads 
The scuba labour cost of each Zenith is $0.50. The variable overhead element of each Zenith is $0.30. Fixed 
overheads, including depreciation of $25,000, total $47,000 per month. 

All labour and overheads are paid during the month in which they arise. 


6 Cashin hand 
At | August the company plans to have a bank balance (in funds) of $20,000. 


You are required to prepare the following budgets: 

(a) Finished goods inventory budget (expressed in units of Zenith) for each of the three months July, August and 
September. 

(b) Raw materials budget (expressed in kg of the raw material) for the two months July and August. 

(c) Cash budget for August and September. 





10.5 Mowbray Ltd makes and sells one standard product, the standard cost of which is as follows: 


| $ 
Direct materials (3 kg at $5 per kg) 15 
Direct labour (30 minutes at $9 per hour) 4.50 
Fixed overheads 7.20 

| 26.70 
Selling price 40.00 
Standard profit margin 13.30 


The monthly production and sales are planned to be 1,200 units. The actual results for May were as follows: 





$ 
Sales 36,000 
Less Direct materials (14,800) (2,800 kg used) 
Direct labour (4,600) (510 hours) 
Fixed overheads (8,200) 
Operating profit $8,400 





There were no inventories of any description either at the start or at the end of the month. 
As a result of poor sales demand during May, the company had reduced the price of all sales by 10 per cent. 


You are required to calculate the budgeted profit for May and reconcile it to the actual profit through variances, 


going into as much detail as is possible from the information available. 
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Objectives 


jajdeus 





capital 
investment 
qecisions 


When you have completed your study of this chapter you should be able to: 


® explain the nature and importance of investment decision making; 


identify the four main investment appraisal methods used in practice; 


e use each method to reach a decision on a particular practical investment opportunity; 


discuss the attributes and defects of each of the methods. 
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In this chapter we shall look at how businesses can make decisions involving investments in new 
plant, machinery, buildings and similar long-term assets. Though we shall be considering this 
topic in the context of businesses making decisions about the type of assets that were just 
mentioned, the general principles can equally well be applied to investments in the shares of 
companies, irrespective of whether the investment is being considered by a business or by a 


private individual. 


The nature of investment decisions 


The essential feature of investment decisions, irrespective of who is to make the decision, is the time 
factor. Investment involves making an outlay of something of economic value, usually cash, at one 
point in time which is expected to yield economic benefits to the investor at some other point in 
time. Typically, the outlay precedes the benefits. Also, the outlay is typically one large amount and 
the benefits arrive in a stream over a fairly protracted period. 

Investment decisions tend to be of crucial importance to the investor for the following reasons. 


e Large amounts of resources are often involved. Many investments made by a business involve outlaying 
a significant proportion of its total resources. If mistakes are made with the decision, the effects 
on the business could be significant, if not catastrophic. 

e It is often difficult and/or expensive to ‘bail-out’ of an investment once it has been undertaken. It is often the 
case that investments made by a business are specific to its needs. For example, a manufacturing 
business may have a factory built which has been specifically designed to accommodate the 
particular flow of production of that business. This may render the factory unattractive to another 
potential user with different needs, with the result that its second hand value is small. If the 
business found, after having made the investment, that the product that is being produced in the 
factory is not selling as well as was planned, the only possible course of action might be to close 
down production and sell the factory. This would probably mean that much less could be 
recouped from the investment in the factory than it had originally cost, particularly if the costs of 
design are included as part of the cost, as they logically should be. 


Activity 11.1 
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When businesses are making decisions involving capital investments, what should the decision seek 
to achieve? 


The answer to this question must be that any decision must be made in the context of the objectives of the 
business concerned. For a private sector business, this is likely to include increasing the wealth of the shareholders 
of the business through long-term profitability. 


Methods of investment appraisal 


Given the importance of investment decisions to the viability of the business, it is essential that 
proper screening of investment proposals take place. An important part of this screening process is to 
ensure that appropriate methods of evaluating the profitability of investment projects are employed. 
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Research shows that there are basically four methods used in practice by businesses to evaluate 
investment opportunities. It is possible to find businesses which use variants of these four methods. 
It is also possible to find businesses, particularly smaller ones, which do not use any formal 
appraisal methods, but rely more on the ‘gut-feeling’ of its managers. Most businesses, however, 
seem to use one or more of the four methods which we shall now review. 

To help us to consider each of the four methods it might be useful to consider how each of them 
would cope with a particular investment opportunity. Let us consider the following example. 


Billingsgate Battery Company has carried out some research which shows that it could manufacture 
and sell a product that the business has recently developed. 

Production would require an investment in a machine which would cost $100,000, payable 
immediately. Production and sales would take place throughout the next five years. At the end of this 
time, it is estimated that the machine could be sold for $20,000. 

Production and sales of the product would be expected to occur as follows: 





Number of units 


Next year 5,000 
Second year 10,000 
Third year 15,000 
Fourth year 15,000 
Fifth year 5,000 


It is estimated that the new product can be sold for $12 a unit and that the relevant material and labour costs will 
total $8 a unit. 

To simplify matters, we shall assume that the cash from sales and for the costs of production are paid and 
received, respectively, at the end of each year. (This is clearly unlikely to be true in real life, money will have to be 
paid to employees on a weekly or a monthly basis and customers will pay within a month or two of buying the 
product. On the other hand it is probably not a serious distortion. It is a simplifying assumption that is often 
made in real life and it will make things more straightforward for us now. You should be clear, however, that 
there is nothing about any of the four approaches which demands that this assumption is made.) 

Bearing in mind that each product sold will give rise to a net cash inflow of $4 (i.e. $12 — 8), the cash flows 
(receipts and payments) over the life of the production will be as follows: 


$000 

Immediately Cost of machine (100) 
1 year’s time Net profit before depreciation ($4 x 5,000) 20 
2 years’ time Net profit before depreciation ($4 x 10,000) 40 
3 years’ time Net profit before depreciation ($4 x 15,000) 60 
4 years’ time Net profit before depreciation ($4 x 15,000) 60 
5 years’ time Net profit before depreciation ($4 x 5,000) 20 
Plus disposal proceeds from the machine 20 


Note that, broadly speaking, the net profit before deducting depreciation (i.e. before non-cash items) equals 
the net amount of cash flowing into the business. 

Having set up the example, we shall go on to look at the techniques used to assess investment opportunities 
and see how they deal with the decision in the example. 
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ACCOUNTING RATE OF RETURN (ARR) 


This method takes the average accounting profit which the investment will generate and expresses it 
as a percentage of the average investment in the project as measured in accounting terms. 
Thus, 


ARR = Average annual profit 


: Bh oh nn Ny! 
Average investment to earn that profit 


The average profit before depreciation over the five years is $40,000 [i.e. (20 + 40 + 60 + 60 + 20)/5]. 
Assuming ‘straight-line’ depreciation (i.e. equal annual amounts), the annual depreciation charge 
will be $16,000 [i.e. (100 — 20)/5]. Thus the average annual profit is $24,000 (i.e. 40 — 16). 

The machine will appear in the balance sheet as follows: 


$000 

84 (i.e. 100 — 16) 
68 (i.e. 84 — 16) 
52 

36 

20 


At the end of year 


oPrPWN — 


The average investment (at closing balance sheet values) will be $52,000 [i.e. (84 + 68 + 52 + 36+ 
20)/5]. Thus the ARR of the investment is 46 per cent [i.e. (24/52) x 100]. 


Activity 11.2 


Chaotic Industries is considering an investment in a fleet of ten delivery vehicles to take its products to 
customers. The vehicles will cost $15,000 each to buy, payable immediately. The annual running costs 
are expected to total $20,000 for each vehicle (including the driver’s salary). The vehicles are expected 
to operate successfully for six years at the end of which period they will all have to be scrapped with 
disposal proceeds expected to be about $3,000 per vehicle. At present the business uses a commercial 
carrier for all of its deliveries. It is expected that this carrier will charge a total of $230,000 each year for 
the next five years to undertake the deliveries. 

What is the ARR of buying the vehicles? Note that cost savings are as relevant a benefit from an 
investment as are actual net cash inflows. 





The vehicles will save the business $30,000 a year [i.e. 230 — (20 x 10)], before depreciation, in total. 
Thus the inflows and outflows will be: 


$000 

immediately Cost of vans (150) 
1 year’s time Net saving before depreciation 30 
2 years’ time Net saving before depreciation 30 
3 years’ time Net saving before depreciation 30 
4 years’ time Net saving before depreciation 30 
5 years’ time Net saving before depreciation 30 
6 years’ time Net saving before depreciation 30 
Plus Disposal proceeds from the vans 30 


The total annual depreciation expense (assuming a ‘straight-line’ approach) will be $20,000 [i.e. (150 — 30)/6]. Thus the 
average annual saving, after depreciation, is $10,000 (i.e. 30 — 20). 


continues... 
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The vehicles will appear in the balance sheet as follows: 


$000 
130 (i.e. 150 — 20) 
110 (i.e. 130 — 20) 
90 
70 
50 
30 


At the end of year 


Ook WBN = 


The average investment (at balance sheet values) will be $80,000 [i.e. (130 + 110 + 90 + 70 + 50 + 30)/6]. Thus the ARR 
of the investment is 12.5 per cent [i.e. (10/80) x 100]. 


The accounting rate of return and the return on total assets (ROA) ratio employ the same approach 
to performance measurement. You may recall from Chapter 6 that ROA is a popular means of 
assessing the performance of a business after the period has passed. However, ARR can be argued to 
be a useful means of assessing an investment opportunity before it takes place. In theory, if all 
investments made by Chaotic Industries (Activity 11.2) actually proved to have an ARR of 12.5 per 
cent, then the ROA for that business should be 12.5 per cent. Since private sector businesses are 
seeking, probably among other things, to increase the wealth of their owners, ARR seems to be a 
sound method of appraising investment opportunities. Profit can be seen as a net increase in wealth 
over a period, and relating it to the size of investment made to achieve it seems logical. 

A user of ARR would require that any investment undertaken by the business would be able to 
achieve a minimum ARR. Perhaps the minimum would be the rate which previous investments had 
achieved (as measured by ROA). Perhaps it would be the industry average ROA. 

Where there are competing projects which all seem capable of exceeding the minimum rate, the 
one with the higher or highest ARR would normally be selected. 

As a method of investment appraisal ARR is said to have a number of advantages. It was 
mentioned earlier that ROA is a widely used measure of business performance. Shareholders use 
this ratio to evaluate management performance and often the financial objective of a business will 
be expressed in terms of a target ROA. It therefore seems sensible to employ a method of investment 
appraisal which is consistent with this overall approach to measuring business performance. ARR is 
also a measure of profitability which many believe is the correct way to evaluate investments, and it 
produces a percentage figure of return which managers understand and feel comfortable with. 


Activity 11.3 


The accounting rate of return suffers from a very major defect as a means of assessing investment 
opportunities. Can you reason out what this is? Take a look back at the Billingsgate Battery 
Company example (above). 

Hint: The defect is not concerned with the ability of the decision maker to forecast future events, 
though this too can be a problem. 





ARR suffers from a major defect, in that it almost completely ignores the time factor. In the Billingsgate Battery 
Company example, exactly the same ARR would have been computed under any of the following three scenarios: 


continues... 
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Original Option 1 Option 2 


$000 $000 $000 

immediately Cost of machine (100) (100) (100) 
1 year’s time Net profit before depreciation 20 10 160 
2 years’ time Net profit before depreciation 40 10 10 
3 years’ time Net profit before depreciation 60 10 10 
4 years’ time Net profit before depreciation 60 10 10 
5 years’ time Net profit before depreciation 20 160 10 
Plus Disposal proceeds 20 20 20 


Since the same total profit over the five years arises in all three of these cases, the average net profit after 
depreciation must be the same in each case. In turn, this means that each case will give rise to the same ARR of 46 per 
cent. 

Given a financial objective of increasing the wealth of the business, any rational decision maker faced with these 
three scenarios as a choice between three separate investments would strongly favour Option 2. This is because most 
of the benefits from the investment come in within 12 months of spending the $100,000 to establish the project. The 
original scenario would rank second and Option 1 would come a poor third in the rankings. Any appraisal technique 
which is not capable of distinguishing between these three situations is seriously flawed. 


Clearly the use of ARR can easily cause poor decisions to be made. We shall look in more detail at 
the reason for timing being so important, later in this chapter. 

There are other defects associated with the ARR method. For investment appraisal purposes, it is 
cash flows rather than accounting profits that are important. Cash is the ultimate measure of the 
economic wealth generated. This is because it is cash that is used to acquire resources and for 
distribution to shareholders. Accounting profit is more appropriate for reporting purposes. It is a 
measure of productive effort for a particular reporting period such as a year or half-year. ARR also 
fails to take account of the fact that dollars received at a later date are worth less than dollars 
received at an earlier date. We will return to this point later in the chapter. 


PAYBACK PERIOD (PP) 


This method seems to go some way to overcoming the timing problem of ARR, or at least at first 
glance it does. 

It might be useful to consider PP in the context of the Billingsgate Battery Company example. You 
will recall that essentially the project’s costs and benefits can be summarised as: 


$000 
Immediately Cost of machine (100) 
1 year’s time Net profit before depreciation 20 
2 years’ time Net profit before depreciation 40 
3 years’ time Net profit before depreciation 60 
4 years’ time Net profit before depreciation 60 
5 years’ time Net profit before depreciation plus disposal proceeds 40 (i.e. 20 + 20) 


Note that all of these figures are amounts of cash to be paid or received. 

The payback period is the length of time it takes for the initial investment to be repaid out of the 
net cash inflows from the project. In this case, it will be nearly three years before the $100,000 outlay 
is covered by the inflows. The payback period can be derived by calculating the cumulative cash 
flows as follows: 
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Net cash Cumulative 


Year flows cash flows 
$000 $000 

Immediately Cost of machine (100) (100) 

1 year’s time Net profit before depreciation 20 (80) 

2 years’ time Net profit before depreciation 40 (40) 

3 years’ time Net profit before depreciation 60 20 

4 years’ time Net profit before depreciation 60 80 

5 years’ time Net profit before depreciation plus disposal proceeds 40 (20 + 20) 120 


We can see that the cumulative cash flows become positive in the third year. If we assume that the 
cash flows accrue evenly over the year, the precise payback period will be: 


2 years + (40/60) = 2 é years 


A decision maker using PP would need to have a minimum payback period in mind. For example, if 
Billingsgate Battery Company had a required minimum payback period of three years it would accept 
the project, but it would not go ahead if its required minimum payback period were two years. If 
there were two competing projects which both met the minimum payback period requirement, the 
decision maker should select the project with the shorter payback period. 


What is the payback period of the Chaotic Industries project from Activity 11.2? Activity 11.4 | 


The inflows and outflows are expected to be: 


Net cash Cumulative 
flows net cash flows 
$000 $000 

immediately Cost of vehicles (150) (150) 
1 year’s time Net saving before depreciation 30 (120) 
2 years’ time Net saving before depreciation 30 (90) 
3 years’ time Net saving before depreciation 30 (60) 
4 years’ time Net saving before depreciation 30 (30) 
5 years’ time Net saving before depreciation 30 0 
6 years’ time Net saving before depreciation plus disposal proceeds 60 (i.e. 30 + 30) 60 


The payback period here is five years, i.e. it is not until the end of the fifth year that the vans will pay for themselves 


out of the savings that they are expected to generate. 


The PP approach has certain advantages. It is quick and easy to calculate and can be easily 
understood by managers. The logic of using PP is that projects that can recoup their cost quickly are 
economically more attractive than those with longer payback periods. PP is probably an 
improvement on ARR in respect of the timing of the cash flows. PP is not, however, the whole answer 
to the problem. It does not focus on all of the timing issues. 


Activity 11.5 


In what respect, in your opinion, is PP not the whole answer as a means of assessing investment 
opportunities? Use the cash flows arising from the three competing projects given below for 


purposes of illustration. 
continues... 
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Project 7 Project 2 Project 3 

$000 $000 $000 

Immediately Cost of machine (200) (200) (200) 
1 year’s time Net profit before depreciation 40 10 80 
2 years’ time Net profit before depreciation 80 20 100 
3 years’ time Net profit before depreciation 80 170 20 
4 years’ time Net profit before depreciation 60 20 200 
5 years’ time Net profit before depreciation 40 10 500 
Plus Disposal proceeds 40 : 10 20 


Hint: Again the defect is not concerned with the ability of the decision maker to forecast future events. This 
is a problem, but it is a problem whatever approach we take. 


Any rational decision maker would prefer Project 3 to either of the other two scenarios, yet PP sees them as being the 
same i.e. a three year payback period. The method cannot distinguish between those projects that pay back a 
significant amount before the three year payback period and those that do not. Project 3 is by far the best bet because 
the cash flows come in earlier and they are greater in total, yet PP would not identify it as the best. 

The cumulative cash flows of each project are set out in Figure 11.1 below: 


Figure 11.1 * The cumulative cash flows of each project. 
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Within the payback period, PP ignores the timing of the cash flows. Beyond the payback period, the 
method totally ignores the size and the timing of the cash flows. Whilst ignoring cash flows beyond 
the payback period neatly avoids the practical problems of forecasting cash flows over a long period, 


it means that relevant information may be ignored. 


The PP approach is seen as a means of dealing with the problem of risk by favouring projects with 
a short payback period. However, this is a fairly crude approach to the problem. There are more 


systematic approaches to dealing with risk which can be used. 
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It seems that PP has the advantage of taking some note of the timing of the costs and benefits 
from the project, but it suffers the disadvantage of ignoring relevant information. ARR ignores timing 
to a great extent, but it does take account of all of the benefits and costs. What we really need to 
help us to make sensible decisions is a method of appraisal that takes account of all of the costs and 
benefits of each investment opportunity, but one which also makes a logical allowance for the timing 
of those costs and benefits. 


NET PRESENT VALUE (NPV) 


Consider the Billingsgate Battery Company example, which can be summarised as follows: 


$000 

Immediately Cost of machine (100) 
1 year’s time Net profit before depreciation 20 
2 years’ time Net profit before depreciation 40 
3 years’ time Net profit before depreciation 60 
4 years’ time Net profit before depreciation 60 
5 years’ time Net profit before depreciation 20 
Plus Disposal proceeds 20 


Given that the principal financial objective of the business is probably to increase wealth, it would 
be very easy to assess this investment if all of the cash flows were to occur now (i.e. all at the same 
time). All that we should need to do is to add up the benefits (total $220,000) and compare them 
with the cost ($100,000). This would lead us to the conclusion that the project should go ahead, 
because the business would be better off by $120,000. Of course, it is not as easy as this because 
time is involved. The cash outflow (payment) will, if the project is undertaken, occur immediately. 
The inflows (receipts) will arise at a range of later times. 

The time factor arises because normal people will not pay out $100 now in order to receive $100 in 
a year’s time — these are not seen as being equivalent in value. If you were to be offered $100 in 12 
months, provided that you paid $100 to that person now, you probably would not be prepared to do 
so, unless you wished to do that person (perhaps a friend or relation) a favour. 


Activity 11.6 


Why would you see $100 to be received in a year’s time as unequal in value to $100 to be paid 
immediately? (There are basically three reasons.) 
The reasons are: 


e interest lost; 
e effects of inflation; 
e risk. 


We shall now take a closer look at these three factors in turn. 


Interest lost 

If you are to be deprived of the use of your money for a year, you could equally well be deprived of its 
use by placing it on deposit in a bank or building society. In this case, at the end of the year you 
could have your money back and have interest as well. Thus, unless the opportunity to invest will 
offer similar returns you will be incurring an opportunity cost. An opportunity cost occurs where one 
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course of action, e.g. making an investment in, say, a computer, deprives you of the opportunity to 
derive some benefit from an alternative action, e.g. putting the money in the bank. 

From this we can see that any investment opportunity must, if it is to make you more wealthy, do 
better than the returns which are available from the next best opportunity. Thus, if Billingsgate 
Battery Company sees putting the money in the bank on deposit as the alternative to investment in 
the machine, the return from investing in the machine must be better than those from investing in 
the bank. If the bank offered better returns the business would become more wealthy by putting the 
money on deposit. 


Risk 
Buying a machine to manufacture a product to be sold in the market, on the strength of various 
estimates made in advance of buying the machine, is risky. 


Activity 11.7 
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Can you suggest some areas where things could go other than according to plan? 


You may have came up with the following: 


e The machine might not work as well as expected; it might break down, leading to loss of production and to 
loss of sales. 

¢ Sales of the product may not be as buoyant as expected. 

¢ Labour costs may prove to be higher than were expected. 

e The sales proceeds of the machine could prove to be less than were estimated. 


It is important to remember that the decision whether or not to invest in the machine must be taken 
before any of these things are known. After the machine has been purchased things can go wrong, for 
example we realise that the level of sales, which had been estimated before the event, are not going 
to be achieved. It is not possible to wait until we know for certain whether the market will behave as 
we expected before we buy the machine. We can study reports and analyses of the market. We can 
commission sophisticated market surveys and these may give us more confidence in the likely 
outcome. We can advertise strongly and try to expand sales. Ultimately, however, we have to jump off 
into the dark and accept the risk. 

Normally, people expect to receive greater returns where they perceive risk to be a factor. 
Examples of this in real life are not difficult to find. One such example is the fact that a bank will 
tend to charge a higher rate of interest to a borrower whom the bank perceives to be more risky, than 
to one who can offer good security for the loan and can point to a regular source of income. 

Going back to Billingsgate Battery Company's investment opportunity, it is not enough to say that 
we would not advise making the investment unless the returns from it are higher than those from 
investing in a bank deposit. Clearly we would want returns above the level of bank deposit interest 
rates because the logical equivalent investment opportunity to investing in the machine is not 
putting the money on deposit. It is making an alternative investment which seems to have a risk 
similar to that of the investment in the machine. 

In practice, we tend to expect a higher rate of return from investment projects where the risk is 
perceived as being higher. How risky a particular project is, and, therefore, how large this risk 
premium should be, are matters that are difficult to handle. In practice, it is necessary to make some 
judgement on these questions. 
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Inflation 


If you are to be deprived of $100 for a year, when you come to spend that money it will not buy as 
much in the way of goods and services at it would have done a year earlier. Generally, you will not be 
able to buy as many tins of baked beans or loaves of bread or bus tickets for a particular journey as 
you could have done a year earlier. Clearly, the investor needs this loss of purchasing power to be 
compensated for if the investment is to be made. This is on top of a return that takes account of the 
returns which could have been gained from an alternative investment of similar risk. 

In practice, interest rates observable in the market tend to take inflation into account. Rates which 
are offered to potential building society and bank depositors include an allowance for the rate of 
inflation which is expected in the future. 

To summarise on these factors, we can say that the logical investor, who is seeking to increase his 
or her wealth, will only be prepared to make investments which will compensate for the loss of 
interest, loss of purchasing power of the money invested and for risk (the fact that the returns which 
are expected may not materialise). This is usually assessed by seeing whether the proposed 
investment will yield a return that is greater than the basic rate of interest (which would include an 
allowance for inflation) plus a risk premium. 

Naturally, investors need at least the minimum return before they are prepared to invest. However, 
it is in terms of the effect on their wealth that they should logically assess an investment project. 
Usually the investment with the highest percentage return will make the investor most wealthy, but 
we shall see later in this chapter that this is not always the case. For the time being, therefore, we 
shall concentrate on wealth. 

Let us now return to the Billingsgate Battery Company example. You will recall that the cash flows 
expected from this investment were it to be made are: 


$000 

Immediately Cost of machine (100) 
1 year’s time Net profit before depreciation 20 
2 years’ time Net profit before depreciation 40 
3 years’ time Net profit before depreciation 60 
4 years’ time Net profit before depreciation 60 
5 years’ time Net profit before depreciation 20 
Plus Disposal proceeds 20 


Let us assume that instead of making this investment the business could make an alternative 
investment, with similar risk and obtain a return of 20 per cent a year. 

You will recall that we have concluded that it is not possible just to compare the basic figures 
listed above. It would therefore be useful if we could express each of these cash flows in similar 
terms so that we could make a direct comparison between the sum of the inflows and the $100,000 
investment. In fact we can do this. 


Activity 11.8 


We know that Billingsgate Battery Company could alternatively invest its money at a rate of 20 per 
cent a year. How much do you judge the present (immediate) value of the expected first year receipt of 
$20,000 to be? In other words, if instead of having to wait a year for the $20,000 and being deprived of 
the opportunity to invest it at 20 per cent, you could have some money now, what sum to be received 


now would you regard as exactly equivalent to getting $20,000, but having to wait a year for it? 
continues... 
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We should obviously be happier to accept a lower amount if we could get it immediately than if we had to wait a year. 
This is because we could invest it at 20 per cent (in the alternative project). Logically, we should be prepared to accept 
the amount which, with a year’s income, will grow to $20,000. If we call this amount PV (for present value) we can say: 


PV + (PV x 20%) = $20,000 


i.e. the amount plus income from investing the amount for the year equals the $20,000. 
lf we rearrange this equation we find: 


PV x (1 + 0.2) = $20,000 


Note that 0.2 is the same as 20 per cent, but expressed as a decimal. 
Further rearranging gives: 


PV = $20,000/(1 + 0.2) 
PV = $16,667 


Thus, rational investors who have the opportunity to invest at 20 per cent a year would not mind whether they have 
$16,667 now or $20,000 in a year’s time. In this sense we can say that, given a 20 per cent investment opportunity, the 
present value of $20,000 to be received in one year’s time is $16,667. 


If we could derive the present value (PV) of each of the cash flows associated with the machine 
investment, we could easily make the direct comparison between the cost of making the investment 
(S100,000) and the various benefits which will derive from it in years | to 5. Fortunately we can do 
precisely this. 

We can make a more general statement about the the PV of a particular cash flow. It is: 


PV of the cash flow of year n = Actual cash flow of year n divided by (1 +r)" 


where n is the year of the cash flow (i.e. how many years into the future) and r is the opportunity 
investing rate expressed as a decimal (instead of as a percentage). 

We have already seen how this works for the $20,000 inflow for year 1. For year 2 the calculation 
would be: 


PV of year 2 cash flow = $40,000/(1 + 0.2)? 
PV = $40,000/(1.2)? = $40,000/1.44 = $27,778. 


Thus the present value of the $40,000 to be received in two years’ time is $27,778. 
This can be shown as follows: 








$ 

Amount available for immediate investment 27,778 
Add Interest for year 1 (20% x 27,778) 5,556 
33,334 

Add Interest for year 2 (20% x 33,334) 6,668 
40,002 








(The extra $2 is only a rounding error.) 


Thus because the investor can turn $27,778 into $40,000 in two years, these amounts are equivalent 
and we can say that $27,778 is the present value of $40,000 receivable after two years, assuming a 20 
per cent investment opportunity. 

Now let us deduce the present values of all of the cash flows associated with the machine project 
and hence the net present value of the project as a whole. 
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The relevant cash flows and calculations are as follows: 


Time Cash flow Calculation of PV PV 
$000 $000 
Immediately (time 0) (100) (100)/(1 + 0.2)° (100.00) 
1 year’s time 20 20/(1 + 0.2)! 16.67 
2 years’ time 40 40/(1 + 0.2) : 27.78 
3 years’ time 60 60/(1 + 0.2)3 34.72 
4 years’ time 60 60/(1 + 0.2)4 28.94 
5 years’ time 40 (20 + 20) 40/(1 + 0.2)° 16.08 
24.19 


We can now say that, given the investment opportunities available to the business elsewhere, 
investing in the machine will make the business $24,190 better off. What the above is saying is that 
the benefits from investing in this machine are worth a total of $124,190 today. Since the business 
can ‘buy’ these benefits for just $100,000 the investment should be made. Clearly at any price up to 
$124,190 the investment would be worth making as it would be giving a return in excess of the 20 per 
cent opportunity rate. 


Using discount tables 


Deducing the present values of the various cash flows was a little laborious using the approach that 
we have just taken. To deduce each PV we took the relevant cash flow and multiplied it by 1/(1 +r)". 
Fortunately, there are quicker ways. Tables exist which show values of this discount factor for a range 
of values of rand n. Such a table is appended at the end of this chapter. Take a look at it. 

Look at the column for 20 per cent and the row for | year. We find that the factor is 0.833. Thus the 
PV of a cash flow of $1 receivable in one year, assuming an opportunity rate of 20 per cent, is $0.833. 
So the PV of a cash flow of $20,000 receivable in one year’s time is $16,667 (i.e. 0.833 X $20,000), the 
same result as we found doing it longhand. The opportunity rate is usually referred to as the 
discount rate. It is effectively the reverse of compounding. 

Use of financial calculators or spreadsheets to deal with the calculations represents a more 
practical approach to solving the problems. A facility with present value tables is nevertheless 
encouraged, at least in the early stages, until you have developed a full understanding of the 
process. 


Activity 11.9 


What is the net present value of the Chaotic Industries project from Activity 11.2, assuming a 15 per cent 
opportunity cost of finance (discount rate)? You should use the discount table at the end of this chapter. 


Remember that the inflows and outflows are expected to be: 


$000 
immediately Cost of vans (150) 
1 year’s time Net saving before depreciation 30 
2 years’ time Net saving before depreciation 30 
3 years’ time Net saving before depreciation 30 
4 years’ time Net saving before depreciation 30 
5 years’ time Net saving before depreciation 30 
6 years’ time Net saving before depreciation plus disposal proceeds 60 (30 + 30) 


continues... 
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The calculation of the NPV of the project is as follows: 


Discount factor Present 
Time Cash flows (from the table) value 
$000 $000 

immediately (150) 1.000 (150.00) 
1 year’s time 30 0.870 26.10 
2 years’ time 30 0.756 22.68 
3 years’ time 30 0.658 19.74 
4 years’ time 30 0.572 17.16 
5 years’ time 30 0.497 14.91 
6 years’ time 60 (30 + 30) 0.432 25.92 

Net present value (23.49) 


The fact that the project has a negative NPV means that the benefits from the investment are worth less than the cost 
of entering into it. Any cost up to $126,510 (the present value of the benefits) would be worth paying but not $150,000. 


Figure 11.2 shows how the value of $100 diminishes as its receipt goes further into the future, 
assuming an opportunity cost of finance of 20 per cent per annum. The $100 to be received 
immediately, obviously, has a present value of $100. As the time before it is to be received grows 
larger, the present value diminishes significantly. 


Figure 11.2 * Present value of $100 receivable at various times in the future, assuming an annual 
financing cost of 20 per cent. 
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From what we have seen, NPV seems to be a better method of appraising investment opportunities 
than either ARR or PP. 
Net present value fully addresses each of the following: 


e The timing of the cash flows. Discounting the various cash flows associated with each project 
according to when it is expected to arise, takes into account the fact that cash flows do not all 
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occur simultaneously. Associated with this is the fact that by discounting, using the opportunity 
cost of finance (i.e. the return which the next best alternative opportunity would generate), the 
net benefit after financing costs have been met is identified (as the NPV). 

e The whole of the relevant cash flows. NPV includes all of the relevant cash flows irrespective of when 
they are expected to occur. It treats them differently according to their date of occurrence, but 
they are all taken account of in the NPV and they all have, or can have, an influence on the 
decision. 

e The objectives of the business. NPV is the only method of appraisal where the output of the analysis 
has a direct bearing on the wealth of the business. (Positive NPVs enhance wealth, negative ones 
reduce it.) Since most private sector businesses seek to increase their value and wealth, NPV 
clearly is the best approach to use, at least of all the methods we have considered so far. 


Users of the NPV approach should adopt the following decision rules: 


e Take on all projects with positive NPVs, when they are discounted at the opportunity cost of 
finance. 

e Where a choice has to be made between two or more projects, select the one with the larger or 
largest NPV. 


INTERNAL RATE OF RETURN (IRR) 


This is the last of the four major methods of investment appraisal that are found in practice. It is 
quite closely related to the NPV method in that, like NPV, IRR involves discounting future cash flows. 

You will recall that when we discounted the cash flows of the Billingsgate Battery Company 
machine investment opportunity at 20 per cent, we found that the NPV was a positive figure of 
$24,190. The fact that the NPV is positive when discounting at 20 per cent implies that the rate of 
return which the project generates is more than 20 per cent. The fact that the NPV is a pretty large 
figure implies that the actual rate of return is quite a lot above 20 per cent. We should expect 
increasing the size of the discount rate to reduce NPV because a higher discount rate gives a lower 
discount factor. Thus, future inflows are more heavily discounted, which will reduce their impact on 
the NPV. In fact, the IRR is the discount rate which will have the effect of producing an NPV of 
precisely zero. 

It is somewhat laborious to deduce the IRR by hand, since it cannot usually be calculated directly. 
Thus, without access to a financial calculator or computerised spreadsheet, iteration (trial and error) 
is the only approach. 

Let us try a higher rate and see what happens, say 30 per cent: 


Time Cash flow Discount factor PV 
$000 $000 
Immediately (time 0) (100) 1.000 (100.00) 
1 year’s time 20 0.769 15.38 
2 years’ time 40 0.592 23.68 
3 years’ time 60 0.455 27.30 
4 years’ time 60 0.350 21.00 
5 years’ time 40 (20 + 20) 0.269 10.76 
(1.88) 


In increasing the discount rate from 20 per cent to 30 per cent, we have reduced the NPV from 
$52,600 (positive) to $1,880 (negative). Since the IRR is the discount rate which will give us an NPV of 
exactly zero, we can conclude that the IRR of Billingsgate Battery Company's machine project is very 
slightly under 30 per cent. Further trials could lead us to the exact rate, but there is probably not 
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much point given the likely inaccuracy of the cash flow estimates. Of course use of a spreadsheet or 
financial calculator will give a precise figure. You need to recognise that given the tentative nature of 
some of the cash flows, such precision could mislead. 

The relationship between the NPV method discussed earlier and the IRR is shown graphically in 
Figure 11.3 using the information relating to the Billingsgate Battery Company. 


Figure 11.3 * The relationship between the NPV and IRR methods. 
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Where the discount rate is zero, the NPV will be the sum of the net cash flows. In other words, no 
account is taken of the time value of money. However, as the discount rate increases there is a 
corresponding decrease in the NPV of the project. When the NPV line touches the horizontal axis 
there will be a zero NPV and that point will also represent the IRR. 


Activity 11.10 





276 


What is the internal rate of return of the Chaotic Industries project from Activity 11.2? You should use 
the discount table at the end of this chapter. (Hint: Remember that you already know the NPV of this 
project at 15 per cent.) 


Since we know (from a previous activity) that at a 15 per cent discount rate the NPV is a relatively large negative 
figure ($23,490), our next trial is using a lower discount rate, say 10 per cent. 


Discount factor 


Time Cash flows (from the table) Present value 
$000 $000 
immediately (150) 1.000 (150.00) 
1 year’s time 30 0.909 27.27 
2 years’ time 30 0.826 24.78 
3 years’ time 30 0.751 22.53 
4 years’ time 30 0.683 20.49 
5 years’ time 30 0.621 18.63 
6 years’ time 60 (30 + 30) 0.565 33.90 
Net present value (2.40) 








continues... 
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We can see that NPV rose about $21,000 (from negative $23,490 to negative $2,400) for a 5 per cent drop in the 
discount rate, i.e. about $4,200 per 1 per cent. We need to know the discount rate for a zero NPY, i.e. a fall of a further 
$2,400. This logically would be roughly 0.6 per cent. Thus the IRR is close to 9.4 per cent. However to say that the IRR 
is about 9 per cent is near enough for most purposes. 


In answering the above activity, we were fortunate in using a discount rate of 10 per cent for our 
second iteration as this happened to be very close to the IRR figure. However, what if we had used 6 
per cent? This discount factor will provide us with a large positive NPV as we can see below: 


Discount factor 


Time Cash flows (from the table) Present value 
$000 $000 
Immediately (150) 1.00 (150.00) 
1 year’s time 30 0.943 28.29 
2 years’ time 30 0.890 26.70 
3 years’ time 30 0.840 25.20 
4 years’ time 30 0.792 23.76 
5 years’ time 30 0.747 22.41 
6 years’ time 60 (30 + 30) 0.705 42.30 
Net present value 18.66 


We can see that the IRR will fall somewhere between 15 per cent, which gives a negative NPV, and 6 
per cent, which gives a positive NPV. We could undertake further iterations in order to derive the IRR. 
More realistically we could use a financial calculator or spreadsheet, either of which will do this very 
quickly. If, however, you are required to calculate the IRR manually, further iterations can be time 
consuming. Nevertheless, by linear interpolation we can get close to the answer fairly quickly. Linear 
interpolation assumes a straight-line relationship between the discount rate and NPV which may be 
a reasonable approximation over a relatively short range. In order to understand the principles 
behind this method it is useful to study the diagram in Figure 11.4. 


Figure 11.4 » Finding the IRR of an investment by plotting the NPV against the discount rate. 
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The graph plots the NPV of the investment against the discount rates. Thus point D represents the 
NPV at a discount rate of 6 per cent and point F represents the NPV at a discount rate of 15 per cent. 
The point at which the sloping line DF intersects the discount rate line (point E) is the IRR. 

An alternative way of approaching the calculation is as follows. Set out at least two discount rates 
and their associated NPVs. Then calculate the rate of change of the NPV for every | per cent change 
as shown below. 


Discount rate NPV 

15 per cent (23,490) 

6 per cent 18,660 

Difference 9 per cent 42,150 


Therefore a 1 per cent change would be associated with a change of $42,150/9 = $4,683. 
The IRR occurs where the NPV is zero. Hence we could provide an estimate of NPV at different 
discount rates as follows. 


Discount rate NPV 
15 per cent (23,490) 
14 per cent —23,490 + 4,683 = (18,807) 


13 per cent —23,490 + 2(4,683) = (14,124) 

12 percent -23,490 + 3(4.683) = (9,440) 
11 per cent —23,490 + 4(4,683) = (4,757) 

10 percent ~-23,490+5(4,683) = (74) 
9 per cent —23,490 + 6(4,683) 4,609 
8 per cent —23,490 + 7(4,683) = 9,292 
7 per cent —23,490 + 8(4,683) =13,975 
6 per cent 18,660 


Alternatively we could start at 6 per cent and adjust from the other direction. Clearly the IRR is just 
less than 10 per cent. This can be calculated arithmetically by either: 


15 — 9(23,490/42,150) or 6 + 9(18,660/42,150) 
both of which give 9.984 per cent. 


We can see that the figure derived through this process is slightly different to the figure for IRR 
calculated earlier where one of the discount rates used was very close to the actual IRR. It is less 
accurate because of the linearity assumption employed (which is strictly incorrect) but it is likely to be 
a reasonable approximation for most purposes. If you refer back to Figure 11.3 you can see that the 
line curves. Superimposing a curve on Figure 11.4 implies the linear interpolation will be slightly on 
the high side of the correct figure, but as pointed above, this is unlikely to be a problem unless you try 
to interpolate between substantially different figures. In fact the correct IRR figure is 9 per cent. 
Users of the IRR approach normally apply the following decision rules: 


e For any project to be acceptable, it must meet a minimum IRR requirement. Logically, this 
minimum should be the opportunity cost of finance. 

e Where there are competing projects (e.g. the business can choose one of the projects, but not 
all) the one with the higher or highest IRR would be selected. 


IRR has certain attributes in common with NPV. All cash flows are taken into account and the timing 
of them is logically handled. The main disadvantage of IRR is the fact that it does not address the 
question of wealth generation. It could therefore lead to the wrong decision being made. This is 
because IRR focuses on the rate of return and ignores the scale of the project. A project which has an 
IRR of 25 per cent will be preferred to one which has a return of 20 per cent, as long as the IRR is 
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greater than the opportunity cost of finance. Though this may well lead to to the project being taken 
which could most effectively increase wealth, it nevertheless could have the opposite effect. This is 
because IRR completely ignores the scale of investment. For example, if we assume a 15 per cent cost of 
finance, $1 million invested at 20 per cent would make you richer than $0.5 million invested at 24 per 
cent. IRR does not recognise this. It should be acknowledged that it is not usual for projects to be 
competing where there is such a large difference in scale. Even though the problem may be rare and 
typically IRR will give the same signal as NPV, a method which is always reliable must be better to 
use than IRR. That method is NPV. 

A further problem with the IRR method is that it has difficulty handling projects with 
unconventional cash flows. In the examples studied so far, each project has a negative cash flow 
arising at the start of its life and then positive cash flows thereafter. However, in some cases, a 
project may have both positive and negative cash flows at future points in its life. Such a pattern of 
cash flows can result in the IRR method providing more than one solution. 


some practical points 


When dealing with questions relating to investment appraisal, there are a number of practical points 
you should bear in mind. 


e Relevant costs. As with all decision making, we should only take account of cash flows which are 
relevant to the decision in our analysis. Thus, cash flows which will be the same, irrespective of 
the decision under review, should be ignored. For example, overheads which will be incurred in 
equal amount whether the investment is made or not should be ignored, even though the 
investment could not be made without the infrastructure that the overhead costs create. 
Similarly, past costs should be ignored as they are not affected by, and do not vary with, the 
decision. 

e Opportunity costs. Opportunity costs arising from benefits foregone must be taken into account. 
Thus, for example, when considering a decision as to whether or not to continue to use a 
machine for producing a new product, the realisable value of the machine may be an important 
Opportunity cost. 

e Taxation. Tax will usually be affected by an investment decision. The profits will be taxed, the 
capital investment may attract tax relief, etc. Tax is levied on these at significant rates. This 
means that, in real life, unless tax is formally taken account of, the wrong decision could easily 
be made. In practice, some, if not all, of the taxation relating to the current years profits will be 
paid in a later period, (usually the following year). The timing of the tax outflow must be taken 
into account when preparing the cash flows for the project. 

e Cash flows not profit flows. We have seen that for the NPV, IRR and PP methods, it is cash flows 
rather than profit flows which are relevant to the evaluation of investment projects. In a problem 
requiring the application of any of these methods, you may be given details of the profits for the 
investment period and be required to adjust these in order to derive the cash flows. Remember, 
the net profit before non-cash items (i.e. depreciation) is an approximation to the cash flows for 
the period and so you should work back to this figure. 

When the data is expressed in profit rather than cash flow terms, an adjustment in respect of 
working capital may also be necessary. Some adjustment to take account of changes in the net 
cash investment (or disinvestment) made in trade debtors, inventory and creditors should be 
made. For example, launching a new product may give rise to an increase in working capital 
requiring an immediate outlay of cash. This outlay for additional working capital should be 
shown in your NPV calculations as part of the initial cost. However, the additional working 
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capital may be released at the end of the life of the product. This disinvestment resulting in an 
inflow of cash at the end of the project should also be taken into account in your calculations at 
the point at which it its received. 

e Interest payments. When using discounted cash flow techniques, interest payments that have been 
charged to the profit and loss account should not be taken into account in deriving the cash 
flows for the period (i.e. the relevant figure is net profit before interest and depreciation). The 
discount factor already takes account of the costs of financing, so to take account of interest 
charges in deriving cash flows for the period would be double counting. 

e Other factors. Investment decision making must not be viewed as simply a mechanical exercise. The 
results derived from a particular investment appraisal method will be only one input into the 
decision-making process. There may be broader issues connected to the decision that have to be 
taken into account but that may be difficult or impossible to quantify. For example, a regional bus 
company may be considering an investment in a new bus to serve a particular route which local 
residents would like to see operated. Although the NPV calculations may reveal a loss will be made 
on the investment, it may be that, by not investing in the new bus and not operating the route, the 
renewal of the company’s license to operate will be put at risk. In such a situation, the size of the 
expected loss, as revealed by the calculations made, must be weighed against the prospect of 
losing the right to operate before a final decision is made. The reliability of the forecasts and the 
validity of the assumptions used in the evaluation will also have a bearing on the final decision. 


Activity 11.11 


The directors of Manuff (Steel) Ltd have decided to close one of its factories. There has been a 
reduction in the demand for the products made at the factory in recent years and the directors of the 
company are not optimistic about the long-term prospects for these products. The factory is situated 
in an area to the north of Sydney where unemployment is high. 

The factory is leased and there is still four years worth of the lease still remaining. The directors are 
uncertain as to whether the factory should be closed immediately or at the end of the period of the 
lease. Another company has offered to sub-lease the premises from Manuff (Steel) Ltd at a rental of 
$40,000 per annum for the remainder of the lease period. 

The machinery and equipment at the factory cost $1,500,000 and has a written down value of $400,000. 
In the event of immediate closure, the machinery and equipment could be sold for $220,000. The working 
capital at the factory is $420,000 and could be liquidated for that amount immediately if required. 
Alternatively, the working capital can be liquidated in full at the end of the lease period. Immediate closure 
would result in redundancy payments to employees of $180,000. 

lf the factory continues in operation until the end of the lease period, the following operating profits 
(losses) are expected: 





Year 7 Year 2 Year 3 Year 4 
$000 $000 $000 $000 
Operating profit (loss) 160 (40) 30 20 


The above figures include a charge of $90,000 per year for depreciation of machinery and equipment. The 
residual value of the machinery and equipment at the end of the lease period is estimated at $40,000. 

Redundancy payments are expected to be $150,000 at the end of the lease period if the factory 
continues in operation. The company has a cost of capital of 12 per cent. Ignore taxation. 


(a) Calculate the incremental cash flows arising from a decision to continue operations until the end of 
the lease period rather than to close immediately. 
continues... 
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(b) Calculate the net present value of continuing operations until the end of the lease e period rather than 
closing immediately. 

(c) What other factors might the directors of the company take into account before making a final 
decision on the timing of the factory closure? 

(d) State, with reasons, whether or not the company should continue to operate the factory until the end 
of the lease period. 


| 
Your answer to this activity should be as follows: 
(a) Incremental cash flows 


Years 
| 0 1 2 3 4a 
: : $000 $000 =6- $000-S—s« $000 =——s« $000 
Operating cash flows (profit plus depreciation) 250 50 120 110 
Sale of machinery — (220) 40 
Redundancy costs 180 (150) © 
Sub-lease rentals (40) (40) (40) (40) 
Working capital invested (420) _ _ _ 420 
: (460) 210 1 #+$$j( £360 


The sale value of the machinery represents an opportunity cost of keeping the factory operational, as dane the sub- 
lease rentals lost if the factory keeps going. 


(b) Discount rate 12% 1.00 0.89 0.80 0.71 0.64 
Present value (460) 186.9 8.0 56.8 243.2 
Net present value 34.9 


(c) Other factors which may influence the decision include: 
The overall strategy of the company. The company may need to set the decision within a broader context. It 
may be necessary to manufacture the products made at the factory because they are an integral part of the 
company’s product range. The company may wish to avoid redundancies in an area of high unemployment for 
_ as long as possible. 
« Flexibility. A decision to close the factory is probably irreversible. If the factory continues, however, there may 
be achance that the prospects for the factory will brighten in the future. 
Creditworthiness of sub-lessee. The company should investigate the creditworthiness of the sub-lessee. Failure 
_ to receive the expected sub-lease payments would make the closure option far less attractive. 
; Accuracy of forecasts. The forecasts made by the company should be examined carefully. Inaccuracies in the 
_ forecasts or any underlying assumptions may change the expected outcomes. 


| 


(d) The NPV of the decision to continue operations rather than close immediately is positive. Hence, shareholders 
would be better off if the directors took this course of action. The factory should, therefore, continue in operation 
rather than close down. This decision is likely to be welcomed by employees as unemployment is high in the area. 
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Self-Assessment Question 11.1 


Beacon Chemicals Ltd is considering the erection of a new plant to produce a chemical named X14. 
The new plant’s capital cost is estimated at $100,000 and if its construction is approved now, the 
plant can be erected and commence production by the end of 19x6. $50,000 has already been spent 
on research and development work. Estimates of revenues and costs arising from the operation of 
the new plant appear below: 













continues... 
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19x7 19x8 19x9 20x0 20x11 


Sales price ($ per unit) 100 120 120 100 80 
Sales volume (units) 800 1,000 1,200 1,000 800 
Variable costs ($ per unit) 50 50 40 30 40 
Fixed costs ($000s) 30 30 30 30 30 


If the new plant is erected, sales of some existing products will be lost and this will result in a loss of 
contribution of $15,000 per year over its life. 

The accountant has informed you that the fixed costs include depreciation of $20,000 per annum on 
new plant. They also include an allocation of $10,000 for fixed overheads. A separate study has indicated 
that if the new plant was built, additional overheads, excluding depreciation, arising from its construction 
would be $8,000 per year. The plant would require additional working capital of $30,000. 

For the purposes of your initial calculations ignore taxation. 


(a) Deduce the relevant annual cash flows associated with building and operating the plant. 
(b) Deduce the payback period. 
(c) Calculate the net present value using a discount rate of 8 per cent. 


Hint: You should deal with the investment in working capital by treating it as a cash outflow at the start of 
the project and an inflow at the end. 





SUMMARY 


In this chapter we considered how managers might approach the problem of assessing investment opportunities. We 
saw that there are basically four methods that are used to any significant extent in practice: 


e accounting rate of return; 
e payback period; 

e net present value; 

e internal rate of return. 


The first two of these are very seriously flawed by their failing to take full account of the time dimension of 
investments. Assuming that the objective of making investment is to enhance the wealth of the business, the NPV 
method is, theoretically, by far the best of the four methods, in that it rationally and fully takes account of all relevant 
information. Since IRR is fairly similar to NPV, it tends to give similar signals to those provided by NPV. IRR does suffer 
from a fundamental theoretical flaw which can lead to it giving misleading signals on some occasions. We concluded 
the chapter by considering some more practical aspects of using the appraisal methods. 


REVIEW QUESTIONS 


11.1. Why is the net present value method of investment appraisal considered to be theoretically superior to other 
methods of investment appraisal found in the literature? 


11.2. The payback method has been criticised for not taking into account the time value of money. Could this 
limitation be overcome? If so, would this method then be preferable to the NPV method? 


11.3. Research indicates that the IRR method is a more popular method of investment appraisal than the NPV 
method. Why might this be? 


11.4. Why are cash flows rather than profit flows used in the IRR, NPV and PP methods of investment appraisal? 


EXAMINATION-STYLE QUESTIONS 


11.1 The directors of Mylo Ltd are currently considering two mutually exclusive investment projects. Both projects are 
concerned with the purchase of new plant. 
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The following data is available for each project. 


Project 17 Project 2 

$ $ 

Cost (immediate outlay) 100,000 60,000 
Expected annual net profit (loss) 

Year 1 29,000 18,000 

Year 2 (1,000) (2,000) 

Year 3 2,000 4,000 

Estimated residual value at the end of year 3 7,000 6,000 


The company has an estimated cost of capital of 10 per cent and employs the straight-line method of depreciation for 
all non-current assets when calculating net profit. Neither project would increase the working capital of the company. 
The company has sufficient funds to meet all capital expenditure requirements. 


(a) Calculate for each project: 
(i) The net present value. 
(ii) The approximate internal rate of return. 
(iii) The payback period. 
(b) State which, if any, of the two investment projects the directors of Mylo Ltd should accept, and why. 
(c) State, in general terms, which method of investment appraisal you consider to be most appropriate for evaluating 
investment projects and why. 


11.2 C. George (Controls) Ltd manufactures a thermostat that can be used in a range of kitchen appliances. The 
manufacturing process is, at present, semi-automated. The equipment used cost $540,000 and has a written-down 
value of $300,000. Demand for the product has been fairly stable and output has been maintained at 50,000 units per 
annum in recent years. 

The following data, based on the current level of output, has been prepared in respect of the product: 


Per unit 
$ $ 
Selling price 12.40 
Less 

Labour 3.30 
Materials 3.65 
Overheads—Variable 1.58 
—Fixed 1.60 

| 10.13 

Profit eit 


Although the existing equipment is expected to last for a further four years before it is sold for an estimated $40,000, 
the company has recently been considering purchasing new equipment which would completely automate much of the 
production process. The new equipment would cost $670,000 and would have an expected life of four years at the end 
of which it would be sold for an estimated $70,000. If the new equipment is purchased the old equipment could be 
sold for $150,000 immediately. 
| ‘ ‘ re 

The assistant to the company accountant has prepared a report to help assess the viability of the proposed change 

which includes the following data: 


Per unit 
| $ $ 
Selling price 12.40 
Less 

Labour 1.20 
Materials 3.20 
Overheads—Variable 1.40 
—Fixed 3.40 

9.10 

Profit 3.30 
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Depreciation charges will increase by $85,000 per annum as a result of purchasing the new machinery; however, other 
fixed costs are not expected to change. 
In the report the assistant wrote: 
‘The figures shown above which relate to the proposed change are based on the current level of output and take 
account of a depreciation charge of $150,000 per annum in respect of the new equipment. The effect of purchasing the 
new equipment will be to increase the net profit to sales ratio from 18.3% to 26.6%. In addition, the purchase of the 
new equipment will enable us to reduce our inventory level immediately by $130,000. 
In view of these facts I recommend purchase of the new equipment.’ 


The company has a cost of capital of 12 per cent. 

Ignore taxation. 

(a) Prepare a statement of the incremental cash flows arising from the purchase of the new equipment. 

(b) Calculate the net present value of the proposed purchase of new equipment. 

(c) State, with reasons, whether the company should purchase the new equipment. 

(d) Explain why cash flow forecasts are used rather than profit forecasts to assess the viability of proposed capital 
expenditure projects. 


11.3. The accountant of your company has recently been taken ill through overwork. In his absence his assistant has 
prepared some calculations of the profitability of a project which are to be discussed soon at the board meeting of 
your company. His workings, which are set out below, include some errors of principle. You can assume that the 
statement below includes no arithmetical errors. 


19x7 19x8 19x9 20x0 20x1 20x2 
$000 $000 $000 $000 $000 $000 
Sales revenue 450 470 470 470 470 
Less Costs a a | —_ 
Materials 126 132 a2 132 132 
Labour 90 94 94 94 94 
Overheads 45 47 47 47 47 
Depreciation 12 120 120 120 120 
Working capital 180 
Interest on working capital 27 27 27 2T 27 
Write off of development costs | _30 m1!) au 
Total costs 180 438 450 450 420 420 
Profit/(loss) (180) 12 _20 _20 50 50 





i 
So 





Total profit/(loss) (28,000) 


= A 7% turn on investment 
Gast at equiowent 600,000 4.7% return on investment 


You ascertain the following additional information: 


e The cost of equipment contains $100,000 being the book value of an old machine. If it was not used for this project 
it would be scrapped with a zero net realisable value. New equipment costing $500,000 will be purchased on 31 
December 19x7. You should assume that all other cash flows occur at the end of the year to which they relate. 

e The development costs of $90,000 have already been spent. 

e Overheads have been costed at 50 per cent of direct labour which is the company’s normal practice. An 
independent assessment has suggested that incremental overheads are likely to amount to $30,000 per year. 

e The company’s cost of capital is 12 per cent. 

Ignore taxation in your answer. 

(a) Prepare a corrected statement of the incremental cash flows arising from the project. Where you have altered the 
assistant’s figures you should attach a brief note explaining your alterations. 

(b) Calculate: 

(i) The project’s payback period. 
(ii) The project’s net present value. 
(c) Write amemo to the board advising on the acceptance or rejection of the project. 
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11.4 Arkwright Mills Ltd is considering expanding its production of a new yarn code name X15. The plant is expected 
to cost $Im and have a life of five years and a nil residual value. It will be ready for operation before 31 December 20x0 
and the initial period will be used to build up inventory, $500,000 has already been spent on development costs of the 
product and this has been charged to revenue in the year it was incurred. 

The following profit and loss statements for the new yarn are forecast: 


| 20x1 20x2 20x3 20x4 20x5 
$m $m $m $m $m 

Sales 1.2 1.4 1.4 1.4 1.4 
Costs, including depreciation 1.0 11 at Ae a 
Profit before tax 2 0. 0.: a 0.3 


Tax is charged at 50 per cent on profits and paid one year in arrears. Depreciation has been calculated on a straight- 
line basis. Additional working capital of $0.6m will be required at the beginning of the project. You should assume that 
all ch flows occur at the end of the year in which they arise. 


(a) Pre pare a statement showing the incremental cash flows of the project relevant to a decision concerning whether 
or not to proceed with the construction of the new plant. 

(b) Compute the net present value of the project using a 10 per cent discount rate. 

(c) Compute the payback period to the nearest year. Explain the meaning of this term. 

11.5 ewton Electronics Ltd has incurred expenditure of $5 million over the past three years researching and 

developing a miniature hearing aid. The hearing aid is now fully developed and the directors of the company are 

considering which of three mutually exclusive options should be taken to exploit the potential of the new product. The 

options are as follows: 


1. The company could manufacture the hearing aid itself. This would be a new departure for the company which has so 
far concentrated on research and development projects. However, the company has manufacturing space available 
which it currently rents to another business for $100,000 per annum. The company would have to purchase plant and 
equipment costing $9 million and invest $3 million in working capital immediately for production to begin. 

A market research report, for which the company paid $50,000, indicates that the new product has an expected 
life of five years. Sales of the product during this period are predicted as follows: 
| Predicted sales for the year ended 30 November 


19x9 20x0 20x1 20x2 20x3 


| 
| Number of units (000s) 800 1,400 1,800 1,200 500 
‘The selling price per unit will be $30 in the first year but will fall to $22 in the following three years. In the final 


year of the product’s life, the selling price will fall to $20. Variable. production costs are predicted to be $14 per 
unit and fixed production costs (including depreciation) will be $2.4 million per annum. Marketing costs will be $2 
million per annum. 

The company intends to depreciate the plant and equipment using the straight-line method and based on an 
estimated residual value at the end of the five years of $1 million. The company has a cost of capital of 10 per cent. 


2. Newton Electronics Ltd could agree to another company manufacturing and marketing the product under licence. 
A multinational company, Faraday Electricals Ltd, has offered to undertake the manufacture and marketing of the 
od and, in return, will make a royalty payment to Newton Electronics Ltd of $5 per unit. It has been estimated 
that the annual number of sales of the hearing aid will be 10 per cent higher if the multinational company, rather 
than Newton Electronics Ltd, manufactures and markets the product. 


3. Newton Electronics Ltd could sell the patent rights to Faraday Electricals Ltd for $24 million, payable in two equal 
instalments. The first instalment would be payable immediately and the second instalment would be payable at 
the end of two years. This option would give Faraday Electricals the exclusive right to manufacture and market the 
new product. 


You are required to (ignoring taxation): 


(a) calculate the net present value of each of the options available to Newton Electronics Ltd: 
(b) identify and discuss any other factors which Newton Electronics Ltd should consider before arriving at a decision; 
(c) state what you consider to be the most suitable option, and why. 
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Appendix to Chapter 11 


Present value table 


Present value of 1, i.e. (1 +r)" 


where r= discount rate 


Periods 


(n) 
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OoOoOnN OOFPWDND —= 


1% 


0.990 
0.980 
0.971 
0.961 
0.951 
0.942 
0.933 
0.923 
0.914 
0.905 
0.896 
0.887 
0.879 
0.870 
0.861 


11% 


0.901 
0.812 
0.731 
0.659 
0.593 
0.535 
0.482 
0.434 
0.391 
0.352 
0.317 
0.286 
0.258 
0.232 
0.209 


2% 


0.980 
0.961 
0.942 
0.924 
0.906 
0.888 
0.871 
0.853 
0.837 
0.820 
0.804 
0.788 
O73 
0.758 
0.743 


12% 


0.893 
0.797 
0.712 
0.636 
0.567 
0.507 
0.452 
0.404 
0.361 
0.322 
0.287 
0.257 
0.229 
0.205 
0.183 


0.971 
0.943 
0.915 
0.888 
0.863 
0.837 
0.813 
0.789 
0.766 
0.744 
O.7%22 
0.701 
0.681 
0.661 
0.642 


13% 


0.885 


0.783 


0.693 
0.613 
0.543 
0.480 
0.425 
0.376 
0.333 
0.295 
0.261 
0.231 
0.204 
0.181 
0.160 


n = number of periods until payment 


4% 


0.962 
0.925 
0.889 
0.855 
0.822 
0.790 
0.760 
0.731 
0.703 
0.676 
0.650 
0.625 
0.601 
0.577 
0.555 


14% 
0.877 


0.769 
0.675 


0.592 


0.519 
0.456 
0.400 
0.351 
0.308 
0.270 
0.237 
0.208 
0.182 
0.160 
0.140 
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Discount rates (r) 


5% 


0.952 
0.907 


0.864 
0.823 


0.784 
0.746 
0.711 
0.677 
0.645 
0.614 
0.585 
0.557 
0.530 
0.505 
0.481 


15% 


0.870 
0.756 
0.658 
0.572 
0.497 
0.432 
0.376 
0327 
0.284 
0.247 
0.215 
0.187 
0.163 
0.141 
0.123 


6% 


0.943 
0.890 


0.840 


0,792 
0.747 
0.705 
0.665 
0.627 
0.592 
0.558 
0.527 
0.497 
0.469 
0.442 
0.417 


16% 


0.862 
0.743 
0.641 
0.552 
0.476 
0.410 
0.354 
0.305 
0.263 
0.227 
0.195 


0.168 


0.145 
0.125 
0.108 


7% 


0.935 
0.873 
0.816 
0.763 
0.713 
0.666 
0.623 
0.582 


0.544 


0.508 
0.475 
0.444 
0.415 
0.388 
0.362 


17% 


0.855 
0.731 
0.624 
0.534 
0.456 
0.390 
0.333 
0.285 
0.243 
0.208 
0.178 
0.152 
0.130 
0.1911 

0.095 


0.926 
0.857 
0.794 
0,735 
0.681 
0.630 
0.583 
0.540 
0.500 
0.463 
0.429 
0.397 
0.368 
0.340 
0.315 


18% 


0.847 
0.718 
0.609 
0.516 
0.437 
0.370 
0.314 
0.266 
0.225 
0.191 
0.162 
0.137 
0.116 
0.099 
0.084 


9% 


0.917 
0.842 
0.772 
0.708 
0.650 
0.596 
0.547 
0.502 
0.460 
0.422 
0.388 
0.356 
0.326 
0.299 
0.275 


19% 


0.840 
0.706 
0.593 
0.499 
0.419 
0.352 
0.296 
0.249 


0.209 


0.176 
0.148 
0.124 
0.104 
0.088 
0.074 


10% 


0.909 


0.826 
0.751 
0.683 
0.621 
0.564 
0.513 
0.467 
0.424 
0.386 
0.350 
0.319 
0.290 
0.263 
0.239 


20% 


0.833 
0.694 
0.579 
0.482 
0.402 
0.335 
0.279 
0.233 
0.194 
0.162 
0.135 
0.112 


0.093 


0.078 
0.065 
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Objectives When you have completed your study of this chapter you should be able to: 


identify the main elements of working capital; 
discuss the purpose of working capital and the nature of the working capital cycle; 
explain the importance of establishing policies for the control of working capital; 


explain the factors that have to be taken into account when managing each element of 


working capital. 
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In this chapter we consider the factors that must be taken into account when managing the 
working capital of a business. Each element of working capital will be identified and the major 


issues surrounding them will be discussed. 


The nature and purpose of working capital 


Working capital is usually defined as current assets less current liabilities. 
The major elements of current assets are: 


e inventories: 
e trade debtors: 
e cash (in hand and at bank). 


The major element of current liabilities is: 
e trade creditors. 


The size and composition of working capital can vary between industries. For some types of 
business, the investment in working capital can be substantial. For example, a manufacturing 
company will invest heavily in raw material, work-in-progress and finished goods and will often sell 
its goods on credit thereby incurring trade debtors. A retailer, on the other hand, will hold only one 
form of inventory (finished goods) and will usually sell goods for cash. 

Working capital represents a net investment in short-term assets. These assets are continually 
flowing into and out of the business and are essential for day-to-day operations. The various 
elements of working capital are interrelated and can be seen as part of a short-term cycle. For a 
manufacturing business, the working capital cycle can be depicted as shown in Figure 12.1. 


Figure 12.1 * The working capital cycle. 


Raw materials 


Trade creditors Work-in-progress 


Cash Finished goods 


ae 


The management of working capital is an essential part of the short-term planning process. It is 
necessary for management to decide how much of each element should be held. As we shall see 
later, there are costs associated with holding both too much and too little of each element. 


Trade debtors 
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Management must be aware of these in order to manage effectively. Management must also be 
aware that there may be other, more profitable, uses for the funds of the business. Hence, the 
potential benefits must be weighed against the likely costs in order to achieve the optimum 
investment. 

Working capital needs are likely to change over time as a result of changes in the business 
environment. This means that working capital decisions are rarely ‘one-off decisions. Managers must 
try to identify changes occurring so as to ensure the level of investment in working capital is 
appropriate. 


Activity 12.1 


What kind of changes in the business environment might lead to a decision to change the level of 
investment in working capital? Try and identify four possible changes which could affect the 
working capital needs of a business. 


In answering this activity, you may have thought of the following: 


¢« changes in interest rates; 

e changes in market demand; 

e changes in the seasons; 

¢ changes in the state of the economy. 


You may have also thought of others. 


In addition to changes in the external environment, changes arising within the business such as 
changes in production methods (resulting, perhaps, in a need to hold less inventory) and changes in 
the level of risk managers are prepared to take could alter the required level of investment in working 
capital. 

The management of working capital is a significant issue because this item often represents a 
substantial investment for a business. The significance depends on the nature of the business. The 
Coles Myer group, for example, had current assets in the mid-1990s amounting to 80 per cent of the 
figure for non-current assets. Approximately half of the current assets could be said to be funded by 
current liabilities, but the investment in working capital remains considerable. By comparison, BHP 
typically had current assets at a level that amounted to less than 25 per cent of the non-current 
assets, with a substantial portion of these current assets being funded by current liabilities. The 
difference reflects the fundamentally different nature of their businesses. 

In the sections that follow, we will consider each element of working capital separately. We will 
examine the factors which must be considered to ensure their proper management. 


The management of inventories 


A business may hold inventories for various reasons. The most common reason is, of course, to meet 
the immediate day-to-day requirements of customers and production. However, a business may hold 
more than is necessary for this purpose if it is believed that future supplies may be interrupted or 
scarce. Similarly, if the business believes that the cost of inventories will rise in the future, it may 
decide to stockpile. 

For some types of business the inventory held may represent a substantial proportion of the total 
assets held. For example, a car dealership that rents its premises, may have nearly all of its total 
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assets in the form of inventory. In the case of manufacturing businesses inventory levels tend to be 
higher than in many other forms of business as it is necessary to hold three kinds of inventory — raw 
materials, work-in-progress and finished goods. Each form of inventory represents a particular stage 
in the production cycle. For some types of business, the level of inventory held may vary substantially 
over the year due to the seasonal nature of the industry e.g. greetings card manufacturers, whereas for 
other businesses inventory levels may remain fairly stable throughout the year. 

Where a business holds inventory simply to meet the day-to-day requirements of its customers 
and production, it will normally seek to minimise the amount held. This is because there are 
significant costs associated with holding inventories. These include storage and handling costs, 
financing costs, the risks of pilferage and obsolescence and the opportunities foregone in tying up 
funds in this form of asset. However, a business must also recognise that, if the level of inventories 
held are too low, there will also be associated costs. 


Activity 12.2 
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What costs might a business incur as a result of holding too low a level of inventories? 
Try and jot down at least three types of cost. 


In answering this activity you may have thought of the following costs: 


¢ loss of sales, from being unable to provide the goods required immediately; 

¢ loss of goodwill from customers, for being unable to satisfy customer demand; 

¢ high transportation costs incurred to ensure inventories are replenished quickly; 

¢ lost production due to shortage of raw materials; 

¢ inefficient production scheduling due to shortages; 

¢ purchasing inventories at a higher price than may otherwise have been possible in order to replenish 
inventories quickly. 


To try to ensure that inventories are properly managed, a number of procedures and techniques may 
be employed. These are reviewed below. 


Forecasts of future demand 


In order for there to be inventory available to meet future sales a business must produce appropriate 
forecasts. These forecasts should deal with each product line. It is important that every attempt is 
made to ensure the accuracy of these forecasts as they will determine future ordering and production 
levels. These forecasts may be derived in various ways. They may be developed using statistical 
techniques such as time series analysis, or may be based on the judgement of the sales and 
marketing staff. 


Financial ratios 


One ratio that can be used to help monitor inventory levels is the inventory turnover period which 
we examined in Chapter 6. You may recall, this ratio is calculated as follows: 


Average inventory held 


365 
Cost of sales ' 


Inventory turnover period = 


This will provide a picture of the average period for which inventories are held and can be useful as a 
basis for comparison. It is possible to calculate the turnover period for individual product lines as 
well as for inventories as a whole. 
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Recording and re-ordering systems 


The management of inventories in a business of any size requires a sound system of recording 
inventory movements. There must be proper procedures for recording purchases and sales. Periodic 
checks may be required to ensure the amount of physical inventories held are consistent with the 
inventory records. 

There should also be clear procedures for the re-ordering of inventories. Authorisation for both 
the purchase and issue of inventories should be confined to a few senior staff if problems of 
duplication and lack of co-ordination are to be avoided. To determine the point at which inventory 
should be re-ordered, information concerning the lead time (i.e. the time between the placing of an 
order and the receipt of the goods) and the likely level of demand will be required. 


Activity 12.3 


An electrical retailer keeps a particular type of light switch as part of its inventory. The annual 
demand for the light switch is 10,400 units and the lead time for orders is four weeks. Demand for 
the inventory is steady throughout the year. At what level of inventory should the company re-order, 
assuming that the company is confident of the figures mentioned above? 


The average weekly demand for the inventory item is 10,400/52 = 200 units. During the time between ordering the 
inventory and receiving the goods the inventory sold will be 4 x 200 units = 800 units. So the company should re- 
order no later than when the inventory level goes down to 800 units in order to avoid a stockout (i.e. running out 
of stock). 


In most businesses, there will be some uncertainty surrounding the above factors and so a buffer or 
safety stock level may be maintained in case problems occur. The amount of safety stock to be held 
is really a matter of judgement and will depend on the degree of uncertainty concerning the above 
factors. However, the likely costs of running out of inventory must also be taken into account. 


Levels of control 


Management must make a commitment to the management of inventory. However, the cost of 
controlling inventory must be weighed against the potential benefits. It may be possible to have 
different levels of control according to the nature of the inventory held. The ABC system of inventory 
control is based on the idea of selective levels of control. 

A business may find that it is possible to divide its inventory into three broad categories — A, B 
and C. Each category will be based on the value of inventory held. Category A will represent the high 
value items. It may be the case, however, that although the items are high in value and represent a 
high proportion of the total value of inventory held, they are a relatively small proportion of the total 
volume of inventory held. For example 10 per cent of the physical inventory held may account for 65 
per cent of the total value. For these inventories, management may decide to implement 
sophisticated recording procedures, exert tight control over inventory movements and have a high 
level of security at the inventory location. 

Category B will represent less valuable items held. Perhaps 30 per cent of the total volume of 
inventory may account for 25 per cent of the total value held. For this category, a lower level of 
recording and management control would be appropriate. Category C will represent the least 
valuable items. Say 60 per cent of the volume of inventory may account for 10 per cent of the total 
value held. For these inventories the level of recording and management control would be lower still. 
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Categorising inventory in this way (see Figure 12.2) can help ensure that management effort is 
directed to the most important areas and that the costs of controlling stocks are commensurate with 
their value. 


Figure 12.2 » ABC method of analysing and controlling stock. 
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Stock/inventory management models 


It is possible to use decision models to help manage inventory. The economic order quantity (EOQ) 
model is concerned with answering the question, ‘How much inventory should be ordered?’. In its 
simplest form, the EOQ model assumes that demand is constant, so that inventories will be 
depleted evenly over time, and will be replenished just at the point the inventory runs out. These 
assumptions would lead to a ‘sawtooth’ pattern to represent inventory movements within a 
business, as shown in Figure 12.3. 


Figure 12.3 « Pattern of inventory movements over time. 
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The EOQ model recognises that the total cost of inventory is made up of the cost of holding 
inventory and the costs of ordering inventory. It calculates the optimum size of a purchase order by 
taking account of both of these cost elements. The cost of holding inventory can be substantial and 
SO management may try to reduce the average amount of inventory held to as low a level as possible. 
However, by reducing the level of inventory held, and therefore the holding costs, there will be a 
need to increase the number of orders during the period and so ordering costs will rise. 
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Figure 12.4 * Stockholding and stock order costs. 
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Figure 12.4 shows that as the level of inventory and the size of orders increase, the annual costs of 
placing orders will probably decrease because fewer orders will be placed. However, the cost of 
holding inventory will increase as there will be higher inventory levels. The total costs curve, which is 
a function of the holding costs and ordering costs, will fall to a minimum level. Thereafter, total costs 
begin to rise. The point of minimum costs corresponds with an inventory level E as shown in the 
Figure. 

The EOQ model seeks to identify the size of the order that minimises the total costs. If this can be 
achieved the EOQ will represent the optimum amount which should be ordered on each occasion. 

The economic order quantity can be calculated by using the following equation: 


|2DC 
EOO = a 
Where: 


D = the annual demand for the item of stock 
C = the cost of placing an order 
H = the cost of holding one unit of stock for one year 


Activity 12.4 


HLA Ltd sells 2,000 units of Product X each year. It has been estimated that the cost of holding one 
unit of the product for a year is $4. The cost of placing an order for stock is estimated at $25. 
Calculate the economic order quantity for the product. 


Your answer to this activity should be as follows: 


2 x 2,000 x 25 
E00 = ego 


= 158 units (to the nearest whole dollar). 


This will mean that the business will have to order Product X about 13 times each year in order to meet sales 
demand. 


The EOQ model has a number of limiting assumptions. In particular, it assumes that demand for the 
product can be predicted with accuracy and that this demand is even over the period and does not 
fluctuate through seasonality or other reasons. It also assumes that no ‘buffer’ stock is required. 
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However, these limiting assumptions do not mean we should dismiss the model as being of little 
value. The model can be developed to accommodate the problems of uncertainty and uneven demand. 
Many businesses use this model (or a development of it) to help in the management of inventory. 


Materials requirements planning (MRP) systems 


Materials requirements planning takes as its starting point forecasts of sales demand. It then uses 
computer technology to help schedule the timing of deliveries of bought-in parts and materials to 
coincide with production requirements to meet the demand. It is a co-ordinated approach which 
links materials and parts deliveries to their scheduled input to the production process. By ordering 
only those items that are necessary to ensure the flow of production, inventory levels may therefore 
be reduced. MRP is really a ‘top-down’ approach to inventory management which recognises that 
inventory ordering decisions cannot be viewed as being independent from production decisions. In 
more recent years, this approach has been extended so as to provide a fully integrated approach to 
production planning which also takes account of other manufacturing resources such as labour and 
machine capacity. 


Just-in-time (JIT) stock /inventory management 


In recent years, some manufacturing businesses have tried to eliminate the need to hold inventory 
by adopting a just-in-time’ approach. This method was first used in the U.S. defence industry during 
the Second World War but, in more recent times, has been widely used by Japanese businesses. The 
essence of this approach is, as the name suggests, to have supplies delivered to a business just in 
time for them to be used in the production process. By adopting this approach the stockholding 
problem rests with the suppliers rather than the business. 

In order for this approach to be successful, it is important for the business to inform suppliers of 
their production plans and requirements in advance and for suppliers to deliver materials of the 
right quality at the agreed times. Failure to do so could lead to a dislocation of production and could 
be very costly. Thus, a close relationship between the business and its suppliers is required. 

Although a business will not have to hold inventory there may be certain costs associated with 
this approach. As the suppliers will be required to hold inventory for the business they may try to 
recoup this additional cost through increased prices. The close relationship necessary between the 
business and its suppliers may also prevent the business from taking advantage of cheaper sources 
of supply when they become available. 

Many people view JIT as more than simply an inventory control system. The philosophy 
underpinning this method is concerned with eliminating waste and striving for excellence. There is 
an expectation that suppliers will always deliver parts on time and that there will be no defects in the 
parts supplied. There is also an expectation that the production process will operate at maximum 
efficiency. This means there will be no production breakdowns and the queuing and storage times of 
products manufactured will be eliminated as only that time spent directly on processing the 
products is seen as adding value. Whilst these expectations may be impossible to achieve, they do 
help create a culture which is dedicated to the pursuit of excellence. 


The management of debtors 


Selling goods or services on credit results in costs being incurred by a business. These costs include 
credit administration costs, bad debts and opportunities foregone in using the funds for more 
profitable purposes. However, these costs must be weighed against the benefits of increased sales 
resulting from the opportunity for customers to delay payment. 
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Selling on credit is very widespread and appears to be the norm outside the retail trade. When a 
business offers to sell its goods or services on credit it must have clear policies concerning: 


e which customers it is prepared to offer credit to; 

e what length of credit it is prepared to offer; 

e whether discounts will be offered for prompt payment; 
e what collection policies should be adopted. 


In this section we will consider each of these issues. 


Which customers should receive credit? 


A business offering credit runs the risk of not receiving payment for goods or services supplied. Thus, 
care must be taken over the type of customer to whom credit facilities are offered. When considering a 
proposal from a customer for the supply of goods or services on credit the business must take a number 
of factors into account. The following ‘five Cs of credit’ provide a business with a useful checklist: 


e Capital. The customer must appear to be financially sound before any credit is extended. Where 
the customer is a business, an examination of its accounts should be carried out. Particular 
regard should be given to the profitability and liquidity of the customer. In addition any onerous 
financial commitments must be taken into account. 

e Capacity. The customer must appear to have the capacity to pay amounts owing. Where possible, 
the payment record of the customer to date should be examined. If the customer is a business, 
the type of business operated and the physical resources of the business will be relevant. The 
value of goods that the customer wishes to buy on credit must be related to the total financial 
resources of the customer. 

e Collateral. On occasions, it may be necessary to ask for some kind of security for goods supplied 
on credit. When this occurs, the business must be convinced that the customer is able to offer a 
satisfactory form of security. 

e Conditions. The state of the industry in which the customer operates and the general economic 
conditions of the particular region or country may have an important influence on the ability of a 
customer to pay the amounts outstanding on the due date. 

e Character. It is important for a business to make some assessment of the character of the 
customer. The willingness to pay will depend on the honesty and integrity of the individual with 
whom the business is dealing. Where the customer is a limited company this will mean assessing 
the characters of its directors. The business must feel satisfied that the customer will make every 
effort to pay any amounts owing. 


Once a customer has been considered creditworthy, credit limits for the customer should be 
established and procedures should be laid down to ensure that these credit limits are adhered to. 


Activity 12.5 


Assume you are the credit manager of a business and that a limited company approached you with 
a view to buying goods on credit. What sources of information might you decide to use to help 
assess the financial health of the potential customer? 





There are various sources of information available to a business to help assess the financial health of a 
customer. You may have thought of some of the following: 


* Trade references. Some businesses ask a potential customer to furnish them with references from other 
suppliers who have had dealings with them. This may be extremely useful, providing the references supplied 


continues... 
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are truly representative of the opinions of a customer’s suppliers. There is a danger that a potential customer will 
attempt to be highly selective when furnishing details of other suppliers in order to gain a more favourable 
impression than is deserved. 

Bank references. \t is possible to ask the potential customer for a bank reference. Although banks are usually 
prepared to oblige, the contents of a reference is not always very informative. If customers are in financial 
difficulties the bank will usually be unwilling to add to their problems by supplying poor references. 

Annual accounts. All public limited companies and all large proprietory companies are required to prepare an 
annual report. Under the circumstances the company which is being asked to grant credit could reasonably expect 
to receive a copy of the financial report, whether it is legally required or not. A company which is not prepared to 
provide a copy of its report is potentially a greater risk to the business considering credit. 

The customer. You may wish to interview the directors of the company and visit its premises in order to gain some 
impression about the way the company conducts its business. Where a significant amount of credit is required, the 
business may ask the company for access to internal budgets and other unpublished financial information to help 
assess the level of risk to be taken. 

Credit agencies. Specialist agencies exist to provide information which can be used to assess the creditworthiness 
of a potential customer. The information that a credit agency supplies may be gleaned from various sources 
including the accounts of the customer, court judgements and news items relating to the customer from both 
published and unpublished sources. 


Length of credit period 


A business must determine what credit terms it is prepared to offer its customers. The length of 
credit offered to customers can vary significantly between businesses and may be influenced by 
various factors. These factors may include: 


the typical credit terms operating within the industry; 
the degree of competition within the industry; 

the bargaining power of particular customers: 

the risk of non-payment; 

the capacity of the business to offer credit; 

the marketing strategy of the business. 


The last point identified may require some explanation. The marketing strategy of a business may 
have an important influence on the length of credit allowed. For example, if a business wishes to 
increase its market share it may decide to liberalise its credit policy in order to stimulate sales. 
Potential customers may be attracted by the offer of a longer period in which to pay. However, any 
such change in policy must take account of the likely costs and benefits arising. 

To illustrate this point consider the following example: 


[_ Exampte 12.1_ | 





Senior Ltd was formed in 19x8 in order to produce a new type of golf putter. The company sells the 
putter to wholesalers and retailers and has an annual sales turnover of $1,200,000. The following data 
relates to each putter produced. 


$ $ 
Selling price 7z 
Variable costs 36 
Fixed cost apportionment 12 48 
Net profit 24 


The cost of capital (before tax) of Senior Ltd is estimated at 15 per cent. 
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Senior Ltd wishes to expand sales of this new putter and believes this can be done by offering a longer period 
in ap to pay. The average collection period of the company is currently 30 days. The company is considering 


three options in order to increase sales. These are as follows: 
Option 
1 2 3 
Increase in average collection period (days) 10 20 30 
Increase in sales ($) 60,000 90,000 100,000 
Prepare calculations to show which credit policy the company should offer its customers. 


In order to decide on the best option to adopt the company must weigh the benefits of each option against 
their respective costs. The benefits arising will be represented by the increase in profit from the sale of additional 
putters. From the cost data supplied we can see that the contribution (i.e. sales less variable costs) is $36 per 
putter. This represents 50 per cent of the selling price. The fixed costs can be ignored in our calculations as they 
will main the same whichever option is chosen. 

The increase in contribution under each option will therefore be: 











| Option 
| 1 2 3 
50% of increase in sales 30,000 45,000 50,000 
The increase in debtors under each option will be as follows: 
Option 
1 2 2 
Planned level of debtors 
1,260,000 x 40/365 138,082 
1,290,000 x 50/365 ‘ 176,712 
1,300,000 x 60/365 213,698 
Lobe Current level of debtors 
600,000 x 30/365 98,630 98,630 98,630 
39,452 78,082 115,068 


The increase in debtors which results from each option will mean an additional cost to the company, since the 
company has an estimated cost of capital of 15 per cent. Thus the increase in the additional investment in 
debtors will be: 





Option 
1 2 3 
Cost of additional investment 
(15% of increase in debtors) (5,918) (11,712) (17,260) 
The net increase in profits will be: 
| Option 
| 1 2 3 
Cost of additional investment 
(15% of increase in debtors) (5,918) (11,712) (17,260) 
Increase in contribution (see above) 30,000 45,000 50,000 
Net increase in profits 24,082 33,288 32,740 


The calculations show that Option 2 will be the most profitable one for the company. However, there is little to 
choose between Options 2 and 3. 
| 
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The above example illustrates the way in which a business should assess changes in credit terms. 
However, if there is a risk that, by extending the length of credit, there will be an increase in bad 
debts this should also be taken into account in the calculations. Similarly, if additional collection 
costs are incurred this should also be taken into account. 


Cash discounts 


A business may decide to offer a cash discount in order to encourage prompt payment from its credit 
customers. The size of any discount will be an important influence on whether a customer decides to 
pay promptly. 

From the point of view of the business, the cost of offering discounts must be weighed against the 
likely benefits in the form of a reduction in the cost of financing debtors and any reduction in the 
amount of bad debts. 

In practice, there is always the danger that a customer may be slow to pay and yet may still take 
the discount offered. Where the customer is important to the business it may be difficult for the 
business to insist on full payment. Some businesses may charge interest on overdue accounts in 
order to encourage prompt payment. However, this is only possible if the business is in a strong 
bargaining position with its customers. For example, the business may be the only supplier of a 
particular product in the area. 


Self-Assessment Question 12.1 


Williams Wholesalers Ltd at present requires payment from its customers by the month end after 
month of delivery. On average it takes customers 70 days to pay. Sales amount to $4 million per 
year and bad debts to $20,000 per year. 
“ It is planned to offer customers a cash discount of 2 per cent for payment within 30 days. 
~~ Williams estimates that 50 per cent of customers will accept this facility but that the remaining 
customers, who tend to be slow payers, will not pay until 80 days after the sale. At present the 
company has a partly used loan facility costing 13 per cent per annum. If the plan goes ahead bad 
debts will be reduced to $10,000 per annum and there will be savings in credit administration 
expenses of $6,000 per annum. 

Should Williams Wholesalers Ltd offer the new credit terms to customers? You should support 
your answer with any calculations and explanations which you consider necessary. 


Collection policies 


A business offering credit must ensure that amounts owing are collected as quickly as possible. An 
efficient collection policy requires an efficient accounting system. Invoices must be sent out promptly 
along with regular monthly statements. Reminders must also be despatched promptly where necessary. 

When a business is faced with customers who do not pay there should be agreed procedures for 
dealing with them. However, the cost of any action to be taken against delinquent debtors must be 
weighed against the likely returns. For example, there is little point in pursuing a customer through 
the courts and incurring large legal expenses if there is evidence that the customer does not have the 
necessary resources to pay. Where possible, the cost of bad debts should be taken into account when 
pricing products or services. 

Management can monitor the effectiveness of collection policies in a number of ways. One 
method is to calculate the ratio for the average settlement period for debtors which we dealt with in 
Chapter 6. This ratio, you may recall, is calculated as follows: 
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Average settlement period for debtors = Trade debtors 365 


Credit sales 
Although this ratio can be useful it is important to remember that it produces an average figure for the 
number of days debts are outstanding. This average may be badly distorted by a few large customers 
who are also very slow payers. 

A more detailed and informative approach to monitoring debtors is to produce an ageing 
schedule of debtors. Debts are divided into categories according to the length of time the debt has 
been outstanding. An ageing schedule can be produced for managers on a regular basis in order to 
help them see the pattern of outstanding debts. An example of an ageing schedule is set out below: 


Ageing schedule of debtors 
Days outstanding 














Customer 1 -— 30 days 31-60 days 61-90 days >91 days 

$ $ $ $ 
A Ltd 20,000 10,000 
B Ltd ~ 24,000 a ~ 
C Ltd 12,000 13,000 14,000 18,000 
Total 32,000 47,000 14,000 18,000 


Thus, we can see from the schedule that A Ltd has $20,000 outstanding for 30 days or less and 
$10,000 outstanding for between 31 and 60 days. This information can be very useful for credit 
control purposes. 

The use of computers can make the task of producing such a schedule simple and straightforward. 
Many accounting software packages now include this ageing schedule as one of the routine reports 
available to managers. 

A slightly different approach to exercising control over debtors is to identify the pattern of receipts 
from credit sales that occur on a monthly basis. This involves monitoring the percentage of trade 
debtors that pay (and the percentage of debts which remain unpaid) in the month of sale and the 
percentage who pay in subsequent months. In order to do this, credit sales for each month must be 
examined separately. To illustrate how a pattern of credit sales receipts is produced, consider a 
business which achieved credit sales of $250,000 in June and received 30 per cent of the amount 
owing in the same month, 40 per cent in July, 20 per cent in August and 10 per cent in September. 
The pattern of credit sales receipts and amounts owing will be: 


Pattern of credit sales receipts 


Receipts from Amount outstanding 


June credit % from June sales % 
Month sales received at month end outstanding 
$ $ 
June 75,000 30 175,000 70 
July 100,000 40 75,000 30 
August 50,000 20 25,000 10 
September 25,000 10 - 


The table above shows how sales received for June were received over time. This information can be 
used as a basis for control. The actual pattern of receipts can be compared to the expected 
(budgeted) pattern of receipts in order to see if there was any significant deviation (See Figure 12.5). 
If this comparison shows that debtors are paying more slowly than expected, management may 
decide to take corrective action. 
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Figure 12.5 « Pattern of budgeted and actual cash receipts for June sales. 
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Activity 12.6 


What kind of corrective action might the managers of a business decide to take if they found that 
debtors were paying more slowly than anticipated? 


Managers might decide to do one or more of the following: 





¢ offer cash discounts to encourage prompt payment; 

¢ change the collection period; 

¢ improve the accounting system to ensure customers are billed more promptly, reminders sent out promptly etc.; 
¢ change the eligibility criteria for customers who receive credit. | 


The management of cash 


Why hold cash? 


Most businesses will hold a certain amount of cash as part of the total assets held. The amount of 
cash held, however, may vary considerably between businesses. 


Activity 12.7 


Why do you think a business may decide to hold at least some of its assets in the form of cash? 


According to economic theory there are three motives for holding cash. These may be identified as 
follows. 





oe Transactionary motive. In order to meet day-to-day commitments a business requires a certain amount of cash. 
Payments in respect of wages, overhead expenses, goods purchased etc. must be made at the due dates. Cash has 
been described as the ‘life blood’ of a business. Unless it ‘circulates’ through the business and is available for the 
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ayment of maturing obligations, the survival of the business will be put at risk. We saw in an earlier chapter 

that profitability alone is not enough. A business must have sufficient cash to pay its debts when they fall due. 

e Precautionary motive. If future cash flows are uncertain for any reason it would be prudent to hold a balance of 

cash. For example, a major customer which owes a large sum to the business may be in financial difficulties. 

Given this situation, the business can retain its capacity to meet its obligations by holding a cash balance. 
Similarly, if there is some uncertainty concerning future outlays a cash balance will be required. 

° Speculative motive. A business may decide to hold cash in order to be in a position to exploit profitable 
opportunities as and when they arise. For example, by holding cash, a business may be able to acquire a 
competitor business which suddenly becomes available at an attractive price. Holding cash has an opportunity 
cost for the business which must be taken into account. Thus, when evaluating the potential returns from 
holding cash for speculative purposes, the cost of foregone investment opportunities must also be considered. 


How much cash should be held? 


Although cash can be held for each of the reasons identified, it may not always be necessary to hold 
cash for these purposes. If a business is able to borrow quickly, the amount of cash it needs to hold 
can be reduced. Similarly, if the business holds assets that can easily be converted to cash (e.g. 
marketable securities such as shares in stock exchange listed companies, government bonds etc.) 
the amount of cash held can be reduced. 

The decision as to how much cash a particular business should hold is a difficult one. Different 
businesses will have different views on the amount of cash which it is appropriate to hold. 


Activity 12.8 


What do you think are the major factors that influence how much cash a business will hold? See if 
you can think of five possible factors. 





Factors which influence the decision as to how much cash will be held are varied and may include: 


° The nature of the business. Some businesses, such as utilities, (water companies, electricity companies, gas 
companies etc.) may have cash flows that are both predictable and reasonably certain. This will enable them 
to hold lower cash balances. For some businesses cash balances may vary greatly according to the time of 
year. A seasonal business may accumulate cash during the high season to enable it to meet commitments 
during the low season. 

5 The opportunity cost of holding cash. Where there are profitable opportunities it may not be wise to hold a 
large cash balance. 

¢ The level of inflation. The holding of cash during a period of rising prices will lead to a loss of purchasing 
power. The higher the level of inflation the greater will be this loss. 

° The availability of near-liquid assets. \f a business has marketable securities or inventorae that may easily be 
liquidated the amount of cash held may be reduced. 

° The availability of borrowing. lf a business can borrow easily (and quickly) there is less need to hold cash. 

° The cost of borrowing. When interest rates are high the option of borrowing becomes less attractive. 

° Economic conditions. When the economy is in recession businesses may prefer to hold on to cash in order to 

be well placed to invest when the economy improves. In addition, during a recession, businesses may 

experience difficulties in collecting debts. They may, therefore, hold higher cash balances than usual in order to 

eet commitments. 
Halationships with suppliers. Too little cash may hinder the ability of the business to pay suppliers promptly. 
This can lead to a loss of goodwill. It may also lead to discounts foregone. 
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Controlling the cash balance 


A number of models have been proposed to help control the cash balance of the business. One 
model which has been developed proposes the use of upper and lower control limits for cash 
balances and the use of a target cash balance. The model assumes the business will invest in 
marketable investments that can easily be liquidated. These investments will be purchased or sold, 
as necessary, in order to keep the cash balance within the control limits. 

The model proposes two upper and two lower control limits (see Figure 12.6). If the business finds 
that it has exceeded an outer limit, the managers must decide whether or not the cash balance is 
likely to return to a point within the inner control limits set over the next few days. If this seems likely, 
then no action is required. If, on the other hand, this does not seem likely, management must 
change the cash position of the business by either buying or selling marketable securities. 


Figure 12.6 « Controlling the cash balance. 
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In Figure 12.6, we can see that the lower outer control limit has been breached for four days. If a four- 
day period is unacceptable, managers must sell marketable securities in order to replenish the cash 
balance. 

The model relies heavily on management judgement to determine where the control limits are set 
and the time period within which breeches of the control limits are acceptable. Past experience may 
be useful in helping managers decide on these issues. There are other models, however, which do 
not rely on management judgement and which, instead, use quantitative techniques to determine an 
optimal cash policy. 


Statements of cash flows and the management of cash 


In order to manage cash effectively it is useful for a business to prepare a statement of cash flows 
and/or cash budget. This is a very important tool for both planning and control purposes. Cash 
budgets were considered in Chapters 10 and 11 and it is, therefore, not necessary to consider them 
again in detail. However, it is worth repeating the point that these statements enable the managers 
of a business to see the expected outcome of planned events on the cash balance. The cash budgets 
will identify periods when there are expected to be cash surpluses and when there are cash deficits 
expected. 
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When a cash surplus is expected to arise managers must decide on the best use of the surplus 
funds. When a cash deficit is expected to arise managers must make adequate provision by borrowing, 
liquidating assets or re-scheduling cash payments/receipts to deal with this. Cash budgets are also 
useful in helping to control the cash held. The actual cash flows can be compared to the budgeted 
cash flows for the period. If there is a significant divergence between the budgeted cash flows and the 
actual cash flows, explanations must be sought and corrective action taken where necessary. 

To refresh your memory, an example of a cash budget is given below. Remember there is no set 
format for this statement. Managers can determine how best the information is presented to them. 
However, the format set out below appears to be in widespread use. Cash budgets covering the 
short-term are usually broken down into monthly periods in order to allow a close monitoring of 
cash movements. In addition, cash inflows are usually shown above cash outflows and the difference 
between these (i.e. the net cash flow) for a month is separately identified along with the closing cash 
balance. 
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The cash budget for the six months to 30 November 19x9 is as follows: 


Cash flow statement for the six months to 30 November 19x9 






























































June July August September October November 
$ $ $ $ $ $ 
Cash inflows 
Credit sales - 4,000 5,500 7,000 8,500 
Cash sales 4,000 5,500 7,000 8,500 11,000 11,000 
4,000 5,500 11,000 14,000 18,000 19,500 
Cash outflows 
Motor vehicles 6,000 
Equipment 10,000 7,000 
Freehold premises 40,000 
Purchases _ 29,000 9,250 11,500 13,750 17,500 
Wages/salaries 900 900 900 900 900 900 
Commission - 320 440 560 680 680 
Overheads 500 500 500 500 650 650 
57,400 30,720 11,090 13,460 15,980 26,930 
Net Cash flow (53,400) (25,220) (90) 540 2,020 (7,430) 
Opening balance 60,000 6,600 (18,620) (18,710) (18,170) (16,150) 
Closing balance 6,600 (18,620) (18,710) (18,170) (16,150) (23,580) 





Although cash flow statements are prepared primarily for internal management purposes they are sometimes 


required by prospective lenders when a loan to a business is being considered. 





Operating cash cycle 


When managing cash it is important to be aware of the operating cash cycle of the business. This 
may be defined as the time period between the outlay of cash necessary for the purchase of 
inventory and the ultimate receipt of cash from the sale of the goods. In the case of a business that 
purchases goods on credit for subsequent re-sale on credit, the operating cash cycle can be shown in 
diagrammatic form as shown in Figure 12.7. 
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Figure 12.7 * Operating cash cycle. 
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Figure 12.7 shows that payment for goods acquired on credit occurs some time after the goods have 
been purchased and, therefore, no immediate cash outflow arises from the purchase. Similarly, cash 
receipts from debtors will occur some time after the sale is made and so there will be no immediate 
cash inflow as a result of the sale. The operating cash cycle is the time period between the payment 
made to the creditor for goods supplied, and the cash received from the debtor. 

The operating cash cycle is important because it has a significant influence on the financing 
requirements of the business. The longer the cash cycle the greater the financing requirements of the 
business and the greater the financial risks. For this reason, a business is likely to want to reduce the 
operating cash cycle to a minimum if possible. 

For the type of business mentioned above, the operating cash cycle can be calculated from the 
financial statements by the use of certain ratios. The cash cycle is calculated as follows: 


Average inventory holding period 
+ Average settlement period for debtors 
— Average payment period for creditors 


Activity 12.9 


The accounts of Freezeqwik Ltd, a distributor of frozen foods, are set out below for the year ended 31 
December 20x0. 


Profit and loss account for the year ended 31 December 20x0 





$000 $000 
Sales 820 
Less Cost of sales 
Opening inventory 142 
Purchases 568 
710 
Less Closing inventory 166 544 
Gross profit 276 
Administration expenses 120 
Other expenses 127 247 
Net profit 29 
Income tax aA 
Net profit after tax 22 
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Cash transmission 


A business will normally wish to receive the benefits from providing goods or services at the earliest 
opportunity. The benefit received is immediate where payment is made in cash. However, when 
payment is made by cheque there is normally a delay of three to four working days before the cheque 
can be cleared through the banking system. The business must therefore wait for this period before it 
can benefit from the amount paid in. In the case of a business that receives large amounts in the 
form of cheques, the opportunity cost of this delay can be very significant. 

In order to avoid this delay, a business could require payments to be made in cash. However, this 
is not usually very practical for a number of reasons. Another option is to ask for payment to be 
made by standing order or by direct debit from the customer's bank account. This will ensure that the 
amount owing is transferred from the bank account of the customer to the bank account of the 
business on the day which has been agreed. 

It is also possible now for funds to be directly transferred to a business bank account. As a result 
of developments in computer technology, a customer can pay for items by using a card (rather like a 
cheque card) which results in his/her account being instantly debited and the business bank account 
being instantly credited with the required amount. This method of payment is being increasingly 
used by large retail businesses and may well extend to other forms of business. 


The management of trade creditors 


Trade credit is regarded as an important source of finance by many businesses. It has been described 
as a ‘spontaneous’ source of finance as it tends to increase in line with the increase in the level of 
sales achieved by a business. Trade credit is widely regarded as a ‘free’ source of finance and 
therefore a good thing for a business to have. However, there may be real costs associated with 
taking trade credit. 

Customers who pay on credit may not be as well favoured as those who pay immediately. For 
example, when goods are in short supply credit customers may receive lower priority when allocating 
the inventory available. In addition, credit customers may be given lower priority in terms of delivery 
dates or the provision of technical support services. Sometimes, the goods or services provided may 
be more costly if credit is required. However, in most industries trade credit is the norm and, as a 
result, the above costs will not apply unless, perhaps, the credit facilities are abused by the 
customer. A business purchasing supplies on credit may also have to incur additional administration 
and accounting costs in order to deal with the scrutiny and payment of invoices, the maintaining and 
updating of creditors accounts, etc. 

Where a supplier offers discount for prompt payment a business should give careful consideration 
to the possibility of paying within the discount period. An example may be useful to illustrate the 
cost of foregoing possible discounts. 


[Example 12.3 | 
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Simat Ltd takes 70 days to pay for goods supplied by its supplier. In order to encourage prompt 
payment the supplier has offered the company a 2 per cent discount if payment for goods is made 
within 30 days. 

Simat Ltd is not sure whether it is worth taking the discount offered. What is the annual percentage 
cost to Simat Ltd of foregoing the discount? 
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If the discount is taken, payment could be made on the last day of the discount period (i.e. the thirtieth day). 
However, if the discount is not taken payment will be made after 70 days. This means that by not taking the 
discount Simat Ltd will receive an extra 40 days (i.e. 70 — 30) credit. The cost of this extra credit to the company 
will be the 2 per cent discount foregone. If we annualise the cost of this discount foregone we have: 


365/40 x 2% = 18.3% 
You should note that this is an approximate annual rate. For the more mathematically minded the precise rate is: 
[(7/4, x 100%)(365/40)] = 18.62% 


We can see that the annual cost of foregoing the discount is quite high and it may be profitable for the company 
to pay the supplier within the discount period even if it means that it will have to borrow in order to do so. 

The above points are not meant to imply that taking credit is a burden to a business. There are, of course, real 
benefits that can accrue. Provided that trade credit is not abused by a business, it can represent a form of 
interest-free loan. It can be a much more convenient method of paying for goods and services than paying by 
cash and, during a period of inflation, there will be an economic gain by paying later rather than sooner for 
goods and services purchased. For many businesses, these benefits will exceed the costs involved. 





Controlling trade creditors 
In order to monitor the level of trade credit taken, management can calculate the average settlement 
period for creditors. You may recall from Chapter 6 that this ratio was as follows: 


Average settlement period = As x 365 


Credit purchases 
Once again this provides an average figure, which can be distorted. A more informative approach 
would be to produce an ageing schedule for creditors. This would look much the same as the ageing 
schedule for debtors described earlier. 





SUMMARY 


In this chapter we have identified and examined the main elements of working capital. We have seen that the 
management of working capital requires an evaluation of both the costs and benefits associated with each element. 
Some of these costs and benefits may be hard to quantify in practice. Nevertheless, some assessment must be made 
in order to try and optimize the use of funds within a business. We have examined various techniques for the 
management of working capital. These techniques vary in their level of sophistication: some rely heavily on 
management judgment whilst others adopt a more objective, quantitative approach. 


REVIEW QUESTIONS 


12.1 Tariq is the credit manager of Heltex Ltd. He is concerned that the pattern of monthly sales receipts show that 
credit collection is poor compared to budget. The sale director believes that Tariq is to blame for this situation 
but Tariq insists that he is not. Why might Tariq not be to blame for the deterioration in the credit collection 
period? 

12.2 How might each of the following affect the level of inventory held by a business? 

e Anincrease in the number of production bottlenecks experienced by the business. 

A rise in the level of interest rates. 

A decision to offer customers a narrower range of products in the future. 

A switch of suppliers from an overseas business to a local business. 

A deterioration in the quality and reliability of bought-in components. 
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12.3. What are the reasons for holding inventory? Are these reasons different from the reasons for holding cash? 
12.4 Identify the costs of holding: 

(a) too little cash; and 

(b) too much cash. 


EXAMINATION-STYLE QUESTIONS 
12.1 Hercules Wholesalers Ltd has been particularly concerned with its liquidity position in recent months. The most 
recent profit and loss account and balance sheet of the company are as follows: 


Profit and loss account for the year ended 31 May 19x9 


Sales 

Less Cost of sales 
Opening inventory 
Add Purchases 


125,000 
341,000 


$ 
452,000 


466,000 
Less Closing inventory 143,000 323,000 
Gross profit 129,000 
Expenses 132,000 
Net loss for the period (3,000) 








Balance sheet as at 31 May 19x9 

Current assets 

Debtors 163,000 

Inventory 143,000 

306,000 

Non-current assets 

Motor vehicles at cost less depreciation 52,000 

Fixtures and fittings at cost less depreciation 25,000 

Freehold premises at valuation 280,000 





357,000 
Total assets 663,000 





Current liabilities 
Trade creditors 145,000 
Bank overdraft 140,000 
285,000 
Non-current liabilities 
Loans 120,000 


Capital and reserves 

Ordinary share capital 100,000 

Retained profits 158,000 
258,000 
663,000 








The debtors and creditors were maintained at a constant level throughout the year. 

(a) Explain why Hercules Wholesalers Ltd is concerned about its liquidity position. 

(b) Explain the term ‘operating cash cycle’ and state why this concept is important in the financial management of a 
business. 

(c) Calculate the operating cash cycle for Hercules Wholesalers Ltd based on the information above. (Assume a 360- 
day year.) 

(d) State what steps may be taken to improve the operating cash cycle of the company. 
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12.2 International Electric Ltd at present offers its customers 30 days’ credit. Half the customers, by value, pay on 
time. The other half take an average of 70 days to pay. 

It is considering offering a cash discount of 2 per cent to its customers for payment within 30 days. It anticipates 
that half of the customers who now take an average of 70 days to pay, will pay in 30 days. The other half will still take 
an average of 70 days to pay. The scheme will also reduce bad debts by $300,000 per year. 

Annual sales of $365m are made evenly throughout the year. At present the company has a large overdraft (S60m) 
with its bank at 12 per cent per annum. 





(a) Calculate the approximate equivalent annual percentage cost of a discount of 2 per cent which reduces the time taken 
by debtors to pay from 70 days to 30 days. (This part can be answered without reference to the narrative above.) 

(b) Calculate debtors outstanding under both the old and new schemes. 

(c) How much will the scheme cost the company in discounts? 

(d) Should the company go ahead with the scheme? State what other factors, if any, should be taken into account. 

(e) Outline the controls and procedures a company should adopt to manage the level of its debtors. 


12.3 The managing director of Sparkrite Ltd, a trading company, has just received summary sets of accounts for 19x8 
and 19x9. 























Sparkrite Ltd 
Profit and loss statements for years ended 30 September 19x8 and 19x9 
19x8 19x9 
$000 $000 $000 $000 
Sales 1,800 1,920 
Less Cost of sales 
il inventory 160 200 
Purchases 1,120 1,175 
1,280 1,075 
Less Closing inventory 200 250 
1,080 1,125 
Gross profit 720 795 
Less Expenses 680 750 
Net profit 40 45 
Balance sheets as at 30 September 19x8 and 19x9 
19x8 19x9 
$000 $000 $000 $000 
Current assets 
Bank 4 2 
Debtors 375 480 
Inventory 200 250 
579 732 
Non-current assets 950 930 
Total assets . 1,529 1,662 
Current liabilities 195 225 
Shareholders’ equity 
Paid up ordinary share capital 825 883 
Retained profits 509 554 
1,334 1,437 
1,529 1,662 











The financial director has expressed concern at the deterioration in inventory and debtors levels. 


(a) Show by using the data given how you would calculate ratios which could be used to measure inventory and 
debtor levels in 19x8 and 19x9. 
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(b) Discuss the ways in which the management of Sparkrite Ltd could exercise control over: 
(i) inventory levels; 
(ii) debtor levels. 


12.4 Your superior, the general manager of Plastics Manufacturers Limited, has recently been talking to the chief 

buyer of Plastic Toys Limited, which manufactures a wide range of toys for young children. At present it is considering 

changing its supplier of plastic granules and has offered to buy its entire requirement of 2,000 kilos per month from 

you at the going market rate, providing that you will grant it three months’ credit on its purchases. The following 

information is available: 

1. Plastic granules sell for $10 per kilo, variable costs are $7 per kilo and fixed costs $2 per kilo. 

2. Your own company is financially strong and has sales of $15 million per year. For the foreseeable future it will have 
surplus capacity and it is actively looking for new outlets. 

3. Extracts from Plastic Toys’ accounts: 


19x7 19x8 19x9 
$000 $000 $000 
Sales 800 980 640 
Profit before interest and tax 100 110 (150) 
Capital employed 600 650 575 
Current assets 
Debtors 140 160 160 
Inventory 200 220 320 
340 380 480 
Current liabilities —_ —_ —_ 
Creditors 180 190 220 
Overdraft 100 150 310 
280 340 530 
Net current assets 60 40 (50) 


(a) Write some short notes suggesting sources of information you would use in order to assess the creditworthiness 
of potential customers who are unknown to you. You should critically evaluate each source of information. 

(b) Describe the accounting controls you would use to monitor the level of your company’s trade debtors. 

(c) Advise your general manager on the acceptability of the proposal. You should give your reasons and do any 
calculations you consider necessary. 


12.5 Mayo Computers Ltd has an annual turnover of $20m before taking into account bad debts of $0.1m. All sales 
made by the company are on credit and at present, credit terms are negotiable by the customer. On average, the 
settlement period for trade debtors is 60 days. The company is currently reviewing its credit policies to see whether 
more efficient and profitable methods could be employed. Only one proposal has so far been put forward concerning 
the management of trade credit. 

The credit control department has proposed that customers should be given a 24 per cent discount if they pay 
within 30 days. For those who do not pay within this period, a maximum of 50 days’ credit should be given. The credit 
department believes that 60 per cent of customers will take advantage of the discount by paying at the end of the 
discount period and the remainder will pay at the end of 50 days. The credit department believes that bad debts can 
be effectively eliminated by adopting the above policies and by employing stricter credit investigation procedures 
which will cost an additional $20,000 per annum. The credit department are confident that these new policies will not 
result in any reduction in sales. 

Calculate the net annual cost eT to the company of abandoning its existing credit policies and adopting the 
proposals of the credit control department. (Hint: In order to answer this question you must weigh the costs of 
administration and cash discounts against the savings in bad debts and interest charges.) 
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When you have completed your study of this chapter you should be able to: 


e identify the main forms of finance available to a business and explain the advantages 


and disadvantages of each form; 


e explain the role and nature of the Stock Exchange; 


e explain the role of venture capital organisations in financing businesses; 


e discuss the ways in which share capital may be issued. 
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In this chapter we examine various aspects of financing the business. We begin by considering 
the various sources of finance available to a business and the factors to be considered in 
choosing an appropriate source of finance. We then go on to consider various aspects of the 
capital markets including the role of the Stock Exchange, the role of venture capital organisations 


and the ways in which share capital may be issued. 


Sources of finance 


In order to examine the various sources of finance for a business it is useful to distinguish between 
external sources, and internal sources of finance and, when considering the various external sources of 
finance, it is probably helpful to distinguish between long-term and short-term sources. Figure 13.1 
summarises the main sources of long-term and short-term external finance. 


Figure 13.1 * The major external sources of finance. 


Total 
finance 


Long-term Short-term 


Ordinary Preference 


Loans/ 


shares shares Leases 


debentures 





Bank Debt Invoice 


overdraft factoring discounting 





In the sections that follow we consider the various sources of external finance under each of the 
above headings. We then go on to consider the various sources of internal finance available. 


LONG-TERM SOURCES OF FINANCE 


For the purpose of this chapter, long-term sources of finance are defined as sources of finance which 
are not due for repayment within one year. Figure 13.1 above reveals that major forms of long-term 
external finance are: 
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ordinary shares: 

preference shares: 

loans; 

finance leases and sale and lease back arrangements. 


In order to decide on the most appropriate form of external finance, we must be clear about the 
advantages and disadvantages of each. 


Ordinary shares 


Ordinary shares form the backbone of the financial structure of a company. Ordinary share capital 
represents the risk capital of a company. There is no fixed rate of dividend and ordinary shareholders 
will only receive a dividend if profits available for distribution still remain after other investors 
(preference shareholders and lenders) have received their interest or dividend payments. If the 
company is wound up, the ordinary shareholders will only receive any proceeds from asset disposals 
after lenders and creditors and, often, after preference shareholders have received their entitlements. 
Because of the high risks associated with this form of investment, ordinary shareholders will 
normally require a higher rate of return from the company. 

Although ordinary shareholders have limited loss liability, based on the amount that they have 
agreed to invest, the potential returns from their investment are unlimited. Ordinary shareholders 
have control over the company. They have voting rights and thus have the power to elect the 
directors and also to remove them from office. 

From the company perspective, ordinary shares can be a valuable form of financing as, at times, it 
is useful to be able to avoid paying a dividend. In the case of a new expanding company, or a 
company in difficulties, the requirement to make a cash payment to investors can be a real burden. 
Where the company is financed by ordinary shares, this problem need not occur. However, the costs 
of financing ordinary shares may be high over the longer term for the reasons mentioned earlier. 
Moreover, the company does not obtain any tax relief on dividends paid to shareholders whereas 
interest on borrowings is tax deductible. 


Preference shares 


Preference shares offer investors a lower level of risk than equity shares. Providing there are 
sufficient profits available, preference shares will normally be given a fixed rate of dividend each year 
and preference dividends will be paid before ordinary dividends are paid. Where the company is 
wound up, preference shareholders may be given priority over the claims of ordinary shareholders. 
Because of the lower level of risk associated with this form of investment investors will be offered a 
lower level of return than that offered for ordinary shares. 

There are various types of preference shares which may be issued by a company. Cumulative 
preference shares give investors the right to receive arrears of dividends which have arisen as a result 
of the company having insufficient profits in previous periods. The unpaid dividends will accumulate 
and will be paid when the company has generated sufficient profits. Non-cumulative preference 
shares do not give investors the right to receive arrears of dividends. Thus, if a company is not in a 
position to pay the preference dividend due for a particular period, the preference shareholder loses 
the right to receive the dividend. Participating preference shares give investors the right to a further 
share in the profits available for dividend after they have been paid the fixed rate due on the 
preference shares and after ordinary shareholders have been awarded a dividend. Redeemable 
preference shares allow the company to buy back the shares from shareholders at some agreed 
future date. Redeemable preference shares are seen as a lower risk investment than non-redeemable 
shares and so often carry a lower dividend. 
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Activity 13.1 





Would you expect the market price of ordinary shares or preference shares to be the more volatile? 
Why? 
The dividends of preference shares tend to be fairly stable over time and there is usually an upper limit on the 


returns that can be received. As a result, the share price, which reflects the expected future returns from the share, 
will normally be less volatile than for ordinary shares. 


Preference shares are no longer an important source of new finance for companies. An important 
reason why this particular form of fixed return capital has declined in popularity is that dividends 
paid to preference shareholders are not allowable against taxable profits whereas interest on loan 
capital is an allowable expense. 


Loans and debentures 

Many companies rely on loan capital in order to finance operations. Lenders will enter into a 
contract with the company in which the rate of interest, dates of interest payments and capital 
repayments and security for the loan are clearly stated. In the event that the interest payments or 
capital repayments in respect of the loan are not made on the due dates, the lender will usually have 
the right, under the terms of the contract, to seize the assets on which the loan is secured and sell 
them in order to repay the amount outstanding. Security for a loan may take the form of a fixed 
charge on particular assets of the company (freehold land and premises are often favoured by 
lenders) or a floating charge on the whole of the company’s assets. A floating charge will ‘crystallise’ 
and fix on particular assets in the event that the company defaults on its obligations. 


Activity 13.2 
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What do think is the advantage for the company of having a floating charge rather than a fixed charge 
on its assets? 


A floating charge on assets will allow the managers of the company greater flexibility in their day-to-day 
operations than a fixed charge. Assets can be traded without reference to the lenders. 


Investors will normally view loans as being less risky than preference shares or equity shares. 
Lenders have priority over any claims from shareholders and will usually have security for their 
loans. As a result of the lower level of risk associated with this form of investment, investors are 
usually prepared to accept a lower rate of return. 

One form of long-term loan associated with limited companies is the debenture. This is simply a 
loan which is evidenced by a trust deed. The debenture loan is frequently divided into units (rather 
like share capital) and investors are invited to purchase the number of units they require. The 
debenture loan may be redeemable or irredeemable. Debentures of public limited companies are 
often traded on the stock exchange and their listed value will fluctuate according to the fortunes of 
the company, movements in interest rates, etc. 

Another form of long-term loan finance is the eyrobond. Eurobonds are issued by listed companies 
(and other organisations) in various countries and the finance is raised on an international basis. They 
are bearer bonds which are often issued in US dollars but may also be issued in other major currencies. 
Interest is normally paid on an annual basis. Eurobonds are part of an emerging international capital 
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market and they are not subject to regulations imposed by authorities in particular countries. There is a 
secondary market for eurobonds which has been created by a number of financial institutions 
throughout the world. The issue of eurobonds is usually made by placing them with large banks and 
other financial institutions who may either retain them as an investment or sell them to their clients. 


Activity 13.3 


Why might a company prefer to issue eurobonds in preference to more conventional forms of loan 
capital? 

Companies are often attracted to eurobonds because of the size of the international capital market. Access to a 
large number of international investors is likely to increase the chances of a successful issue. In addition, the 


lack of regulation in the eurobond market means that national restrictions regarding loan issues may be 
overcome. 


Interest rates on loan finance may be either floating or fixed. A floating rate means that the required 
rate of return from lenders will rise and fall with market rates of interest. However, the market value 
of the lenders investment in the business is likely to remain fairly stable over time. The converse will 
normally be true for fixed interest loans and debentures. The interest payments will remain 
unchanged with rises and falls in market rates of interest but the resale value of the investment (the 
loan) will fall when interest rates rise and will rise when interest rates fall. 

A company may issue redeemable loan capital which offers a rate of interest below the market 
rate. In some cases, the loan capital may have a zero rate of interest. Such loans are issued at a 
discount to their redeemable value and are referred to as deep discount bonds. Thus, a company 
may issue loan capital at (say) $80 for every $100 of nominal value. Although lenders will receive 
little or no interest during the period of the loan, they will receive a gain when the loan is finally 
redeemed. The redemption yield, as it is referred to, is often quite high and, when calculated on an 
annual basis, may compare favourably with returns from other forms of loan capital with the same 
level of risk. Deep discount bonds may have particular appeal to companies with short-term cash 
flow problems. They receive an immediate injection of cash and there are no significant cash 
outflows associated with the loan until the maturity date. Deep discount bonds are likely to appeal 
to investors who do not have short-term cash flow problems as they must wait for the loan to mature 
before receiving a significant return. 


Convertible loans and debentures 


This form of loan or debenture gives the investor the right to convert the loan into equity shares at a 
given future date and at a specified price. The investor remains a lender to the company and will 
receive interest on the amount of the loan until such time as the conversion takes place. The investor 
is not obliged to convert the loan or debenture to equity shares. This will normally only be done if 
the market price of the shares at the conversion date exceeds the agreed conversion price. 

An investor may find this form of investment a useful hedge against risk. This may be particularly 
useful when investment in a new company is being considered. Initially the investment is in the form 
of a loan and regular interest payments will be made. If the company is successful the investor can 
then decide to convert the investment into equity shares. 

The company may also find this form of financing useful. If the company is successful the loan 
becomes self-liquidating as investors will exercise their option to convert. The company may also be 
able to offer a lower rate of interest to investors because investors expect future benefits arising from 
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conversion. However, there will be some dilution of both control and earnings for existing 
shareholders if holders of convertible loans exercise their option to convert. 


Warrants 

Holders of warrants have the right, but not the obligation, to acquire ordinary shares in a company at 
a given price. In the case of both convertible loan capital and warrants, the price at which shares may 
be acquired is usually higher than the market price prevailing at the time of issue. The warrant will 
usually state the number of shares the holder may purchase and the time limit within which the 
option to buy shares can be exercised. Occasionally, perpetual warrants are issued which have no set 
time limits. Warrants do not confer voting rights or entitle the holders to make any claims on the 
assets of the company. 

Share warrants are often provided as a ‘sweetener’ to accompany the issue of loan capital or 
debentures. The issue of warrants in this way may enable the company to offer lower rates of interest 
on the loan or to negotiate less restrictive loan conditions. The issue of warrants enables the lenders 
to benefit from future company success providing the option to purchase is exercised. However, an 
investor will normally only exercise this option if the market price exceeds the option price within 
the time limit specified. Share warrants may be detachable, which means that they can be sold 
separately from the loan capital. 


Mortgages 

A mortgage is a form of loan which is secured on freehold property. Financial institutions such as 
banks, insurance companies and pension funds are often prepared to lend to businesses on this basis. 
The mortgage may be over a long period and provides a business with an opportunity to acquire an 
asset which, until the early 1990s, tended to increase in value faster than the rate of inflation. In 
addition to the capital gain from holding the freehold property, businesses have also benefited from a 
decline in the real value of the capital sum owing because of inflation. However, lenders usually 
compensate for this fall in value, as mentioned earlier, by increasing the rate of interest payable. 


Loan covenants 


When drawing up a loan agreement the lender may impose certain obligations and restrictions in 
order to protect the investment in the business. | oan covenants (as they are referred to) often form 
part of a loan agreement and may deal with such matters as: 


e Accounts. The lender may require access to the financial accounts of the business on a regular basis. 

e Other loans. The lender may require the business to ask permission before taking on further loans. 

e Dividend payments. The lender may require dividends to be limited during the period of the loan. 

e Liquidity. The lender may require the business to maintain a certain level of liquidity during the 
period of the loan. 


Any breach of these restrictive covenants can have serious consequences for the business. The 
lender may require immediate repayment of the loan in the event of a serious breach. 


Activity 13.4 
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Both preference shares and loan capital are non-equity forms of finance and require the company to 
provide a particular rate of return to investors. What are the factors which may be taken into account 
by a company when deciding between these two sources of finance? 

continues... 
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The main factors are as follows: 

« Preference shares have a higher rate of return than loan capital. From the investors’ point of view preference 
shares are more risky. The amount invested cannot be secured and the return is paid after the returns paid to 
lenders. 

¢ A company has a legal obligation to pay interest and make capital repayments on loans at the agreed dates. A 
company will usually make every effort to meet its obligations as failure to do so can have serious 
consequences. (These consequences have already been mentioned earlier.) Failure to pay a preference dividend, 
on the other hand, is less important. There is no legal obligation to pay a preference dividend if profits are not 
available for distribution. Although failure to pay a preference dividend may prove an embarrassment for the 
company, the preference shareholders will have no redress against the company if there are insufficient profits 
to pay the dividend due. 

¢ It was mentioned above that the taxation system in Australia and New Zealand permits interest on loans to be 
allowable against profits for taxation whereas preference dividends are not. Because of the tax relief which loan 
interest attracts, the cost of servicing loan capital is usually much less for a company than the cost of servicing 
preference shares. 

¢ The issue of loan capital may result in the management of a company having to accept some restrictions on 
their freedom of action. We have seen earlier that loan agreements often contain covenants which can be 
onerous. However, no such restrictions can be imposed by preference shareholders. 


A further point which has not been dealt with so far is that preference shares issued form part of the 
permanent capital base of the company. If they are redeemed at some future date, the law requires 
that they are replaced, either by a new issue of shares or by a transfer from reserves, in order to 
ensure that the capital base of the company stays intact. However, loan capital is not viewed, in law, 
as part of the permanent capital base of the company and, therefore, there is no requirement to 
replace any loan capital that has been redeemed by the company. 


Finance leases and sale and lease back arrangements 


Instead of buying an asset direct from a supplier, a business may decide to arrange for a financial 
institution, such as a bank, to buy the asset and then agree to lease the asset from the institution. A 
finance lease is, in essence, a form of lending. Although legal ownership of the asset rests with the 
financial institution (the lessor), a finance lease agreement transfers virtually all the rewards and risks 
that are associated with the item being leased to the business (the lessee). The lease agreement 
covers a significant part of the life of the item being leased and, often, cannot be cancelled. 

In recent years, some important benefits associated with finance leasing have disappeared. 
Changes in the tax laws no longer make it such a tax-efficient form of financing and changes in 
accounting disclosure requirements make it no longer possible to conceal this form of ‘borrowing’ 
from investors. Nevertheless, the popularity of finance leases has continued to increase. Other 
reasons must, therefore, exist for businesses to adopt this form of financing. These reasons are said 
to include the following: 


e Ease of borrowing. Leasing may be obtained more easily than other forms of long-term finance. 
Lenders normally require some form of security and a profitable track record before making 
advances to a business. However, a lessor may be prepared to lease assets to a new business 
without a track record and to use the leased assets as security for the amounts owing. 

e Cost. Leasing agreements may be offered at reasonable cost. As the asset leased is used as 
security, standard lease arrangements can be applied and detailed credit checking of lessees may 
be unnecessary. This can reduce administration costs for the lessor and, thereby, help in 
providing competitive lease rentals. 
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e Flexibility. Leasing can help provide flexibility where there are rapid changes in technology. If an 
option to cancel can be incorporated into the lease, the business may be able to exercise this 
option and invest in new technology as it becomes available. This will help the business avoid 
the risk of obsolescence. 

e Cash flows. Leasing, rather than purchasing an asset outright, means that large cash outflows can 
be avoided. The leasing option allows cash outflows to be smoothed out over the asset’s life. In 
some cases, it is possible to arrange for low lease payments to be made in the early years of the 
assets life, when cash inflows may be low, and for these to increase over time. 


A sale and lease back arrangement involves a business selling freehold property to a financial 
institution in order to raise finance. However, the sale is accompanied by an agreement to lease the 
freehold property back to the business to allow it to continue to operate from the premises. The rent 
payable under the lease arrangement is allowable against profits for taxation purposes. There are 
usually rent reviews at regular intervals throughout the period of the lease and the amounts payable 
in future years may be difficult to predict. At the end of the lease agreement, the business must 
either try to renew the lease or find alternative premises. Although the sale of the premises will 
result in an immediate injection of cash for the business, it will lose benefits from any future capital 
appreciation on the property. Where a capital gain arises on the sale of the premises to the financial 
institution, a liability for taxation may also arise. 


GEARING AND THE LONG-TERM FINANCING DECISION 


In Chapter 6 we saw that gearing occurs when a business is financed, at least in part, by 
contributions from fixed charge capital such as loans, debentures and preference shares. We also 
saw that the level of gearing associated with a business is often an important factor in assessing the 
risk and returns to ordinary shareholders. In the example that follows, we consider the implications 
of making a choice between a geared and an ungeared form of raising long-term finance. 


[Example 13.1 | 
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The following is a shortened version of the accounts of Woodhall Engineers Ltd, a company which 
is not listed on a Stock Exchange. 


Woodhall Engineers Ltd 
Profit and loss account year ended 31 December 

19x9 19x8 

$ million $ million 

Sales turnover 50 47 
Operating costs 47 41 
Operating profit 3 6 
Interest payable 2 _z 
Profit on ordinary activities before tax 1 4 
Taxation on profit on ordinary activities = Rice 
Profit on ordinary activities after tax 1 4 
Dividends i i 
Profit retained for the financial year — 3 


continues... 
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Woodhall Engineers Ltd 
Balance sheet at 31 December 





19x9 19x8 
$ million $ million 
Current assets 
Cash at bank 1 3 
Debtors 17 16 
Inventory 18 10 
36 29 
Non-current assets (less depreciation) 20 21 
Total assets 56 50 
Current liabilities 
Short-term debt 11 5 
Trade creditors 10 10 
21 15 
Non-current liabilities 
Long-term loans (secured) 415 6 
Capital and reserves 
Called up share capital ordinary shares issued at 25c 16 16 
Retained profits 4 4 
20 20 
Total claims 56 50 


The company is making plans to expand its factory. New plant will cost $8 million and an expansion in output 
will increase working capital needs by $4m. Over the 15 years’ life of the project, incremental profits arising from 
the expansion will be $2m per year before interest and tax. In addition 20x0 profits before tax from its existing 
activities are expected to return to 19x8 levels. 

Two alternative methods of financing the expansion have been discussed by Woodhall’s directors. The first is 
the issue of debt totalling $12m, at an annual rate of interest of 15 per cent debt, repayable in 20x4. The second is 
a rights issue of 40 million ordinary shares issued at 30c per share. 

The company has substantial tax losses so you can ignore taxation in your calculations. The 20x0 dividend per 
share is expected to be the same as that for 19x9. 

Prepare a forecast of Woodhall’s profit and loss account (excluding sales turnover and operating costs) for 
year ended 31 December 20x0, and of its capital and reserves, long-term loans and number of shares 


outstanding at that date assuming: 


1. the company issues debt; 
2. the company issues ordinary shares. 


The first part of the question requires the preparation of a forecast profit and loss account under each financing 
option. These profit and loss accounts will be as follows: 


Forecast profit and loss account for the year ended 31 December 20x0 


Debt issue Equity issue 

| $ million $ million 

| 
Profit before interest and taxation 8.0 8.0 
Loan interest 3.8 2.0 
Profit before tax 4.2 6.0 
Taxation _* rt 
Profit after tax 4.2 6.0 
Dividends | 1.0 1625" 
Retained profit for the year Bud $5710 captinnes 
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For forecasting purposes it is presumed that the dividends per share will remain the same. Given that there were 
originally 64m shares and are now 104m the dividends will increase by the ratio 104/64 = $1.625m. 
The capital structure of the company under each option will be as follows: 


Capital and reserves 

Share capital ordinary shares — 64m issued at 25 cents 16.0 16.0 
Share capital ordinary shares — 40m issued at 30 cents 12.0 
Retained profit 7.2 8.375 
3. 36.375 
104m 


NO 
NO 


Oo 
rs 
= 


No. of shares in issue (25c shares) 










Compute Woodhall’s interest cover and earnings per share for the year ended 31 December 20x0 and 
its gearing on that date, assuming: 

1. the company issues debt; 

2. the company issue ordinary shares. 


Your answer should be as follows: 
Debt issue Equity issue 
Interest cover ratio 
Profit before interest and tax (4.2 +38) (6.0 +2.0) 
Interest payable 3.8 2.0 


= 2.1times — 4.0 times 


Earnings per share 
: Earnings available to equity 4.2 6.0 
No. of ordinary shares 64m | 104m 


Gearing ratio 

_____ Long-term liabilities % 27m 15m 
Share capital + reserves + long-term liabilities ~ (23.2m +27m) (36.375m + 15m) 
: 53.8% : 29.2% 








Activity 13.6 _ 





What would your views of the proposed schemes be in each of the following circumstances? 

1. if you were a banker and you were approached for a loan; 

y 2. if you were an equity investor in Woodhall and you were asked to subscribe to a rights issue. 

A banker may be unenthusiastic about lending the company funds. The gearing ratio of 53.8 per cent is rather high and 
would leave the bank in an exposed position. The existing loan is already secured on assets held by the company and 
it is not clear whether the company is in a position to offer an attractive form of security for the new loan. The interest 
cover ratio of 2.1 is also rather low. If the company is unable to achieve the expected returns from the new project, or if 
it is unable to restore profits from the remainder of its operations to 19x8 levels, this ratio would be even lower. 


continues... 
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Equity investors may need some convincing that it would be worthwhile to make further investments in the 
company. The return to equity for shareholders in 19x8 was 20 per cent. The incremental profit from the new 
project is $2m and the investment required is $12m which represents a return of 16.7 per cent. Thus, the returns 
from the project are expected to be lower than for existing operations. In making their decision, investors should 
discover whether the new investment is of a similar level of risk to their existing investment and whether the 
returns from the investment compare with those available from other opportunities with similar levels of risk. 


Self-Assessment Question 13.1 


Ashcroft Ltd, a family controlled company, is considering raising additional funds to modernise its 
factory. The scheme is expected to cost $2.34m and will increase annual profits before interest and 
tax from 1 January 19x7 by $0.6m. A summarised balance sheet and profit and loss account are 
shown below. Currently the share price is $2. 

Two schemes have been suggested. Firstly, 1.3 million shares could be issued at $1.80 (net of issue 
costs). Secondly, a consortia of six Melbourne based institutions have offered to buy debentures from 
the company totalling $2.34m. Interest would be at the rate of 13 per cent per annum and capital 
repayments of equal instalments of $234,000 starting on 1 January 19x8 would be required. 


Ashcroft Ltd 
Balance sheet as at 31 December 19x6 


$ million 
Current assets 
Debtors 2.2 
Inventory 2.4 
4.6 
Non-current assets 1.4 
Total assets 6.0 
Current liabilities 
Creditors 2,7 
Income tax 0.6 
Dividends 0.2 
3.5 
Shareholders’ equity _ 
Ordinary share capital issued at 25c a share 1.0 
Retained profits 1.5 
2.5 
Total claims 6.0 
Ashcroft Ltd 
Profit and loss account for the year ended 31 December 19x6 
$ million 
Sales 11.2 
Profit on ordinary activities before tax 42 
Income tax 0.6 
Profit after tax “0.6 
Dividends 0.3 
Retained profit for the year 0.3 


continues... 
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Assume tax at the rate of 50 per cent. 


1. 
A 


Compute the earnings per share for 19x7 under the debt and equity alternatives; 
Discuss the considerations the directors should take into account before deciding upon debt or equity 
finance. 
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SHORT-TERM SOURCES OF FINANCE 


A short-term source of borrowing is one that is available for a short time period. Although there is no 
agreed definition of what ‘short-term’ means, we will define it as being up to one year. The major 
sources of short-term borrowing are as follows. 


Bank overdraft 


This represents a very flexible form of borrowing. The size of the overdraft can (subject to bank 
approval) be increased or decreased according to the financing requirements of the business. It is 
relatively inexpensive to arrange and interest rates are often very competitive. The rate of interest 
charged on an overdraft will vary, however, according to how creditworthy the customer is perceived 
by the bank. It is also fairly easy to arrange — sometimes an overdraft can be agreed by a telephone 
call to the bank. In view of these advantages, it is not surprising that this is an extremely popular 
form of short-term finance. 

Banks prefer to grant overdrafts which are self-liquidating, i.e. the funds applied will result in cash 
inflows which will extinguish the overdraft balance. The banks may ask for forecast cash flow 
statements from the business to see when the overdraft will be repaid and how much finance is 
required. The bank may also require some form of security on amounts advanced. One potential 
drawback with this form of finance is that it is repayable on demand. This may pose problems for a 
business which is illiquid. However, many businesses operate using an overdraft and this form of 
borrowing, although in theory regarded as short-term, can often become effectively a long-term 
source of finance. 


Debt factoring 


This is a form of service that is offered by a financial institution (a factor). Many of the large factors 
are subsidiaries of commercial banks. Debt factoring involves the factor taking over the sales ledger 
(i.e. the debtor's accounts) of a company. In addition to operating normal credit control procedures, 
a factor may offer to undertake credit investigations and to provide protection for approved credit 
sales. The factor is usually prepared to make an advance to the company of up to 80 — 85 per cent of 
approved trade debtors. The charge made for the factoring service is based on total turnover and is 
often around 2 — 3 per cent of turnover. Any advances made to the company by the factor will attract 
a rate of interest similar to the rate charged on bank overdrafts. 

A company may find a factoring arrangement very convenient. It can result in savings in credit 
management and can create more certain cash flows. It can also release the time of key personnel for 
more profitable ends. This may be extremely important for smaller companies which rely on the 
talent and skills of a few key individuals. However, there is a possibility that some will see a factoring 
arrangement as an indication the company is experiencing financial difficulties. This may have an 
adverse effect on confidence in the company. For this reason, some businesses try to conceal the 
factoring arrangement by collecting debts on behalf of the factor. When considering a factoring 
agreement, the costs and likely benefits arising must be identified and carefully weighed. 
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Invoice discounting 


This involves a business approaching a factor or other financial institution for a loan based on a 
proportion of the face value of credit sales outstanding. If the institution agrees the amount 
advanced is usually 75 — 80 per cent of the value of the approved sales invoices outstanding. The 
business must agree to repay the advance within a relatively short period — perhaps 60 or 90 days. 
The responsibility for collection of the trade debts outstanding remains with the business and 
repayment of the advance is not dependent on the trade debt being collected. Invoice discounting 
will not result in such a close relationship developing between the client and the financial institution 
as factoring. Invoice discounting may be a one-off arrangement whereas debt factoring usually 
involves a longer term arrangement between the customer and the financial institution. 

Nowadays, invoice discounting is a much more important source of funds to companies than 
factoring. There are various reasons for this. First, it is a confidential form of financing which the 
client’s customers will know nothing about. Second, the service charge for invoice discounting is only 
about 0.2 — 0.3 per cent of turnover compared to 2.0 — 3.0 per cent of turnover for factoring. Finally, 
many companies are unwilling to relinquish control over their sales ledger. Customers are an 
important resource of the business and many companies wish to retain control over all aspects of 
their relationship with their customers. 


LONG-TERM VERSUS SHORT-TERM BORROWING 


Having decided that some form of borrowing is required to finance the business, the managers must 
then decide whether long-term borrowing or short-term borrowing is more appropriate. There are a 
number of issues that should be taken into account when deciding between long-term and short- 
term borrowing. These include the following: 


e Matching. The business may attempt to match the type of borrowing with the nature of the assets 
held. Thus, assets which form part of the permanent operating base of the business, including 
non-current assets and a certain level of current assets, will be financed by long-term borrowing. 
Assets held for a short period, such as current assets held to meet seasonal increases in demand, 
will be financed by short-term borrowing. (See Figure 13.2.) 

A business may wish to match the asset life exactly with the period of the related loan, 
however, this may not be possible because of the difficulty of predicting the life of many assets. 


Figure 13.2 « Short- and long-term financing requirements. 
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Activity 13.7 


Some companies may take up a less conservative financing position than shown in the diagram and 
others may take up a more conservative financing position. How would the diagram differ under each 
of these options? 





A less conservative position would mean relying on short-term finance to help fund part of the permanent capital 
base. A more conservative position would mean relying on long-term finance to help finance the fluctuating assets 
of the business. 


e Flexibility. Short-term borrowing may be useful in order to postpone a commitment to taking ona 
long-term loan. This may be seen as desirable if interest rates are high and it is forecast that they 
will fall in the future. Short-term borrowing does not usually incur penalties if there is early 
repayment of the amount outstanding whereas some form of financial penalty may have to be 
paid if long-term debt is repaid early. 

e = Re-funding risk. Short-term borrowing has to be renewed more frequently than long-term 
borrowing. This may create problems for the business if it is already in financial difficulties or if 
there is a shortage of funds available for lending. 

e Interest rates. Interest payable on long-term debt is often higher than for short-term debt. (This is 
because lenders require a higher return where their funds are locked up for a long period.) This 
fact may make short-term borrowing a more attractive source of finance for a business. However, 
there may be other costs associated with borrowing (e.g. arrangement fees) to be taken into 
account. The more frequently borrowings must be renewed the higher these costs will be. 


INTERNAL SOURCES OF FINANCE 


In addition to external sources of finance there are certain internal sources of finance which a 
business may use to generate funds for particular activities. These sources usually have the 
advantage that they are flexible. They may also be obtained quickly — particularly working capital 
sources — and may not require the permission of other parties. The main sources of internal funds 
are described below and summarised in Figure 13.3. 


Figure 13.3 * Major internal sources of finance. 
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Retained profit 


Retained profit is the major source of finance for most companies. By retaining profits within the 
company rather than distributing them to shareholders in the form of dividends, the funds of the 
company are increased. 
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Activity 13.8 


Are retained profits a free source of finance to the business? 


It is tempting to think that retained profits are a ‘cost free’ source of funds for a company. However, this is not 
the case. If profits are re-invested rather than distributed to shareholders this means that the shareholders 
cannot re-invest the profits made in other forms of investment. They will therefore expect a rate of return from 
the profits re-invested which is equivalent to what they would receive if the funds had been invested in 
another opportunity with the same level of risk. 


The re-investment of profit rather than the issue of new ordinary shares can be a useful way of raising 
equity capital. There are no issue costs associated with retaining profits and the amount raised is 
certain. When issuing new shares, the issue costs may be substantial and there may be uncertainty 
over the success of the issue. Retaining profits will have no effect on the control of the company by 
existing shareholders. However, where new shares are issued to outside investors there will be some 
dilution of control by existing shareholders. 

The retention of profits is something that is determined by the directors of the company. They may 
find it easier simply to retain profits rather than ask investors to subscribe to a new share issue. 
Retained profits are already held by the company and so the company does not have to wait to 
receive the funds. Moreover, there is often less scrutiny when profits are being retained for re- 
investment purposes than when new shares are being issued. Investors and their advisers will 
examine closely the reasons for any new share issue. 

Some shareholders may prefer profits to be retained by the company rather than distributed in the 
form of dividends. By ploughing back profits, it may be expected that the company will expand and 
share values will increase as a result. Income tax paid by shareholders only arises on realised profits, 
so an unrealised capital gain in the form of a share price rise is not taxable. The shareholder has a 
choice as to when the gain is realised. Research indicates that investors are often attracted to 
particular companies according to the dividend/retention policies that they adopt. 


Tighter credit control 


By exerting tighter control over trade debtors it may be possible for a business to reduce the 
proportion of assets held in this form and to release funds for other purposes. It is important, 
however, to weigh the benefits of tighter credit control against the likely costs in the form of lost 
customer goodwill and lost sales. To remain competitive, a business must take account of the needs 
of its customers and the credit policies adopted by rival companies within the industry. 





Activity 13.9 


H. Rusli Ltd produces a single product which is used in a variety of electronic products. Details of 
the product are as follows: 


Per unit 
$ $ 
Selling price 20 
Less Variable costs 14 
Fixed costs 4 18 


Net profit 2 
: continues... 
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Sales are $10m per annum and are all on credit. The average credit period taken by customers is 45 days 
although the terms of credit require payment within thirty days. Bad debts are currently $100,000 per 
annum. Debtors are financed by a bank overdraft costing 15 per cent per annum. 

The credit control department believes it can eliminate bad debts and can reduce the average credit 
period to thirty days if new credit control procedures are implemented. These will cost $50,000 per annum 
and are likely to result in a reduction in sales of 5 per cent per annum. 

Should the company implement the new credit control procedures? (Hint: In order to answer this activity 
it is useful to compare the current cost of trade credit with the costs under the proposed approach.) 


The current cost of trade credit is: 











$ 
Bad debts 100,000 
Overdraft [($10m x 45/365) 15%] 184,931 
284,931 

The cost of trade credit under the new policy will be: 
$ 
Overdraft [($10m x 30/365) x 15%] 123,288 
Cost of control procedures 50,000 
Net cost of lost sales [($10m/$20 x 5%)(20 - 14*)] 150,000 
323,288 





The above figures reveal that the business will be worse off if the new policies were adopted. 


Reducing inventory levels 


This is an internal source of funds which may prove attractive to a business. If a business has a 
proportion of its assets in the form of inventory there is an opportunity cost as the funds tied up 
cannot be used for more profitable opportunities. (This is also true, of course, for investment in 
trade debtors.) By liquidating inventory, funds become available for other purposes. However, a 
business must ensure there is sufficient inventory available to meet likely future sales demand. 
Failure to do so will result in lost customer goodwill and lost sales. 

The nature and condition of the inventory held will determine whether it is possible to exploit this 
form of finance. A business may be overstocked as a result of poor buying decisions in the past. This 
may mean that a significant proportion of inventory held is slow moving or obsolete and cannot, 
therefore, be liquidated easily. 


Delaying payment to creditors 


By delaying payment to creditors, funds are retained within the business for other purposes. This 
may be a cheap form of finance for a business. However, as we saw in Chapter 12, there may be 
significant costs associated with this form of financing. 


Self-Assessment Question 13.2 


Helsim Ltd is a wholesaler and distributor of electrical components. The most recent financial 


statements of the company revealed the following: 


continues... 
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Helsim Ltd 


Profit and loss account for the year ended 31 May 19x9 


Sales 
Opening stock 
Purchases 


Closing stock 

Gross profit 

Other expenses 

Net profit before taxation 
Tax 

Net profit after taxation 


Current assets 
Cash 

Trade debtors 
Inventory 


Non-current assets 
Motor vehicles 
Equipment 

Land and buildings 


Total assets 


Current liabilities 
Bank overdraft 
Trade creditors 


Non-current liabilities 


$ million 


3.2 
8.4 
11.6 
38 


Helsim Ltd 
Balance sheet as at 31 May 19x9 
$ million 


0.1 
3.6 
3.8 


0.5 
0.9 
3.8 


Debentures (secured on freehold land) 


Shareholders’ equity 
Share capital 


Ordinary capital issued at $1 


Reserves 
Retained profits 


Total claims 


Notes 


1, 


2. 


Land and buildings are shown at their current market value. Equipment and motor vehicles are shown 
at their written down values. 
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No dividends have been paid to ordinary shareholders for the past three years. 
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In recent months trade creditors have been pressing for payment. The managing director has, therefore, 
decided to reduce the level of trade creditors to an average of 40 days outstanding. In order to achieve this 
he has decided to approach the bank with a view to increasing the overdraft to finance the necessary 
payments. The company is currently paying 12 per cent interest on the overdraft. 


(a) Comment on the liquidity position of the company. 

(b) Calculate the amount of finance required in order to reduce trade creditors, as shown on the balance 
sheet, to an average of 40 days outstanding. 

(c) State, with reasons, how you consider the bank would react to the proposal to grant an additional 
overdraft facility. 

(d) Evaluate four sources of finance (internal or external, but excluding a bank overdraft) which may be 
used to finance the reduction in trade creditors and state, with reasons, which of these you consider 
the most appropriate. 





The role of the Stock Exchange 


Earlier we considered the various forms of long-term capital that are available to a company. In this 
section, we examine the role that the Stock Exchange plays in the provision of finance for 
companies. The Stock Exchange acts as an important primary and secondary market in capital for 
companies. As a primary market, the function of the Stock Exchange is to enable companies to raise 
new capital. As a secondary market, its function is to enable investors to transfer their securities (i.e. 
shares and loan capital) with ease. Thus, it provides a ‘second-hand’ market where shares and loan 
capital already in issue may be bought and‘ sold. 

In order to issue shares or loan capital through the Stock Exchange, a company must be listed. 
This means that it must meet fairly stringent Stock Exchange requirements concerning size, profit 
history, disclosure, etc. Some share issues on the Stock Exchange arise from the initial listing of the 
company. Other share issues are undertaken by companies that are already listed on the Stock 
Exchange and which are seeking additional finance from investors. 

The secondary market role of the Stock Exchange means that shares and other financial claims are 
easily transferable. This can bring real benefits to a company as investors may be more prepared to 
invest if they know their investment can be easily liquidated whenever required. It is important to recog- 
nise, however, that investors are not obliged to use the Stock Exchange as the means of transferring 
shares in a listed company. Nevertheless, it is usually the most convenient way of buying or selling 
shares. Prices of shares and other financial claims are usually determined by the market in an efficient 
manner and this should also give investors greater confidence to purchase shares. The company may 
benefit from this greater investor confidence by finding it easier to raise long-term finance and by 
obtaining this finance at a lower cost as investors will view their investment as being less risky. 

A Stock Exchange listing can, however, have certain disadvantages for a company. The Stock 
Exchange imposes strict rules on listed companies and requires additional levels of financial 
disclosure to that already imposed by law and by the accounting profession (e.g. half yearly financial 
reports must be published). The activities of listed companies are closely monitored by financial 
analysts, financial journalists and other companies and such scrutiny may not be welcome, 
particularly if the company is dealing with sensitive issues or experiencing operational problems. It 
is often suggested that listed companies are under pressure to perform well over the short-term. This 
pressure may detract from undertaking projects that will only yield benefits in the longer term. If the 
market becomes disenchanted with the company and the price of its shares falls, this may make it 
vulnerable to a take-over bid from another company. 
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Venture capital and long-term financing 


Venture capital is long-term capital provided by certain institutions to help businesses exploit 
profitable opportunities. The businesses of interest to the venture capitalist will have higher levels of 
risk (and hence higher potential earnings) than would normally be acceptable to traditional 
providers of finance such as the major clearing banks. Venture capital providers may be interested in 
a variety of businesses including: 


e business start-ups; 

e acquisitions of existing businesses by a group of managers; 
e providing additional capital to young, expanding businesses; 
e the buyout of one of the owners from an existing business. 


The risks associated with the business can vary, in practice, but are often due to the nature of the 
products or the fact that it is a new business which either lacks a trading record or has new 
management. Although the risks are higher, the businesses also have potentially higher levels of return 
— hence their attraction to the venture capitalist. The types of businesses helped by venture capitalists 
are normally small or medium-size rather than large companies listed on the Stock Exchange. 

The venture capitalist will often make a substantial investment in the business and this will 
normally take the form of ordinary shares. In order to keep an eye on the sum invested, the venture 
capitalist will usually require a representative on the board of directors as a condition of the 
investment. The venture capitalist may not be looking for a quick return and may well be prepared to 
invest in a business for five years or more. The return may take the form of a capital gain on the 
realisation of the investment. 


When examining prospective investment opportunities, what kind of non-financial Activity 13.10 


matters do you think a venture capitalist will be concerned with? 


The venture capitalist will be concerned with such matters as the quality of management, the personal stake or 
commitment made by the owners to the business, the quality and nature of the product and the plans made to 
exploit the business opportunities, as well as financial matters. 


Share issues 


A company may issue shares in a number of different ways. These may involve direct appeals by the 
company to investors or may involve the use of financial intermediaries. The most common methods 
of share issue are as follows: 


rights issues; 
bonus issues; 
offer for sale; 
public issue; 
private placing. 


Rights issues 


The company may offer existing shareholders the right to acquire new shares in the company, in 
exchange for cash. The new shares will be allocated to shareholders in proportion to their existing 
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shareholdings. In order to make the issue appear attractive to shareholders, the new shares are often 
offered at a price significantly below the current market value of the shares. Rights issues are now 
the most common form of share issue. For companies, it is a relatively cheap and straightforward 
way of issuing shares. Issue expenses are quite low and issue procedures are simpler than for other 
forms of share issue. The fact that those offered new shares already have an investment in the 
company, which presumably suits their risk/return requirements, is likely to increase the chances of a 
successful issue. 

The law now requires shares which are to be issued for cash to be offered first to existing 
shareholders. The advantage of this requirement is that control of the company by existing 
shareholders will not be diluted providing they take up the rights offer. A rights offer allows existing 
shareholders to acquire shares in the company at a price below the current market price. This means 
that entitlement to participate in a rights offer is a source of value to existing shareholders. Those 
who do not wish to take up the rights offer can sell their rights to other investors. Calculating the 
value of the rights offer received by shareholders is quite straightforward. An example can be used to 
illustrate how this is done. 


[Example 13.2 | 


Shaw Holdings Ltd has 20 million ordinary shares which were issued at 50 cents each. These 
shares are currently valued on the Stock Exchange at $1.60 per share. The directors of Shaw 
Holdings believe the company requires additional long-term capital and have decided to make a 
one-for-four issue (i.e. one new share for every four shares held) at $1.30 per share. 

The first step in the valuation process is to calculate the price of a share following the rights 
issue. This is known as the ex-rights price and is simply a weighted average of the price of shares 
before the issue of rights and the price of the rights shares. In the above example we have a one-for-four 
rights issue. The theoretical ex-rights price is, therefore, calculated as follows: 





$ 
Price of four shares before the rights issue (4 x $1.60) 6.40 
Price of taking up one rights share 1.30 
7.70 
Theoretical ex-rights price = J.70/5 
= $1.54 


As the price of each share, in theory, should be $1.54 following the rights issue and the price of a rights share is 
$1.30, the value of the rights offer will be the difference between the two: 


$1.54 — $1.30 = $0.24 per share 


Market forces will usually ensure the actual price of rights and the theoretical price will be fairly close. 


Activity 13.11 


An investor with 2,000 shares in Shaw Holdings Ltd has contacted you for investment advice. She is 
undecided whether to take up the rights issue, sell the rights or allow the rights offer to lapse. 
Calculate the effect on the net wealth of the investor of each of the options being considered. 








continues... 
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if the investor takes up the rights issue she will be in the following position: 


$ 
Value of holding after rights issue [(2000 + 500) x $1.54] 3,850 
Less Cost of buying the rights shares (500 x $1.30) 650 
3,200 
If the investor sells the rights she will be in the following position: 
Value of holding after rights issue (2,000 x $1.54) 3,080 
Sale of rights (500 x $0.24) 120 
3,200 
If the investor lets the rights offer lapse, she will be in the following position: 
Value of holding after rights issue (2,000 x $1.54) 3,080 





As we can see, the first two options should leave her in the same position concerning net wealth. However, she 
will be worse off if she allows the rights offer to lapse than under the other two options. In practice, however, the 
company may sell the rights offer on behalf of the investor and pass on the proceeds in order to ensure that she is 
not worse off as a result of the issue. 


When considering a rights issue, the directors of a company must first consider the amount of funds 
which it needs to raise. This will depend on the future plans and commitments of the company. The 
directors must then decide on the issue price of the rights shares. Generally speaking, this decision 
is not of critical importance. In the example above, the company made a one-for-four issue with the 
price of the rights shares set at $1.30. However, it could have raised the same amount by making a 
one-for-two issue and setting the rights price at $0.65, or a one-for-one issue and setting the price at 
S0.325, etc. The issue price which is finally decided upon will not affect the value of the underlying 
assets of the company or the proportion of the underlying assets and earnings of the company to 
which the shareholder is entitled. The directors of the company must, however, ensure that the issue 
price is not above the current market price of the shares in order for the issue to be successful. 


Bonus issues 


A bonus issue should not be confused with a rights issue of shares. A bonus, or scrip, issue also 
involves the issue of new shares to existing shareholders in proportion to their existing shareholdings. 
However, shareholders do not have to pay for the new shares issued. The bonus issue is effected by 
transferring a sum from the reserves to the paid-up share capital of the business and then issuing 
shares, equivalent in value to the amount transferred, to existing shareholders. As the reserves are 
already owned by the shareholders they do not have to pay for the shares issued. In effect, a bonus 
issue will simply convert reserves into paid-up capital. In order to understand this conversion process, 
and its effect on the financial position of the company, let us consider the following example. 


Wickham Ltd has the following abbreviated balance sheet as at 31 March 19x7. 
$ million 
Net assets 20 
Share capital issued at $1 per share 10 
Reserves 10 
20 
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The directors decide to convert $5m of the reserves to paid-up capital. As a result, it was decided that a one-for- 
two bonus issue should be made. Following the bonus issue, the balance sheet of Wickham Ltd will be as 


follows: 
$ million 
Net assets 20 
Share capital issued at $1 ordinary per share is 
Reserves 5 
20 





Activity 13.12 


Are the shareholders in Wickham Ltd better off as a result of receiving bonus shares? 


We can see that the share capital of the company has increased and there has been a corresponding decrease in 
the reserves of the company. The net assets of the company remain unchanged by the bonus issue. 

Although each shareholder will own more shares following the bonus issue, the proportion held of the total 
number of shares in issue will remain unchanged and so the stake in the business and the net assets of the 
business will remain unchanged. Thus, bonus issues do not, of themselves, result in an increase in shareholder 
wealth. They will simply switch part of the owner's claim from reserves to share capital. 


Activity 13.13 


Assume that the market price per share in Wickham Ltd before the bonus issue was $2.10. What will 
be the market price per share following the share issue? 





The company has made a one-for-two issue. A holder of two shares would therefore be in the following position 
before the bonus issue: 





2 shares held at $2.10 market price $4.20 


As the wealth of the shareholder has not increased as a result of the issue, the total value of the shareholding will 
remain the same. This means that, as the shareholder holds one more share following the issue, the market value per 
share will now be: 


“Ae = $1.40 


You may wonder from the calculations above, why bonus issues are made by companies, particularly 
as the effect of a bonus issue may be to reduce the reserves available for dividend payments. A 
number of reasons have been put forward to explain this type of share issue. 


e Share price. The share price of a company may be very high and, as a result, may become more 
difficult to trade on the Stock Exchange. It seems that shares which trade within a certain price 
range generate more interest and activity in the market. By increasing the number of shares in 
issue, the market value of each share will be reduced which may have the effect of making the 
shares more marketable. 

e Lender confidence. The effect of making a transfer from distributable reserves to paid-up share 
capital will be to increase the permanent capital base of the business. This move may increase 


332 ACCOUNTING: AN INTRODUCTION 


confidence among lenders. In effect, a bonus issue will reduce the risk of the company reducing 
its equity capital through dividend distributions and thereby, leaving lenders in an exposed 
position. 

e Market signals. The directors may use a bonus issue as an opportunity to signal to investors their 
confidence in the future prospects of the business. The issue may be accompanied by the 
announcement of good news concerning the company (e.g. securing a large contract or achieving 
an increase in profits). Under these circumstances, the share price of the company may rise in 
the expectation that earnings/dividends per share will be maintained. Shareholders would, 
therefore, be better off following the issue. However, it is the information content of the bonus issue, 
rather than the issue itself, which will create this increase in wealth. 

e Dividends. A bonus issue of shares can be provided to shareholders as an alternative to a cash 
dividend. Those shareholders who decide to receive bonus shares rather than cash will increase 
their stake in the total value of the business and will, therefore, increase their wealth. 


Offer for sale 


This type of issue can involve a public limited company selling a new issue of shares to a financial 
institution known as an issuing house. However, shares which are already in issue may also be sold 
to an issuing house. In this case, existing shareholders agree to sell their shares to the issuing 
house. The issuing house will, in turn, sell the shares purchased from either the company or its 
shareholders to the public. The issuing house will publish a prospectus which sets out details of the 
company and the type of shares to be sold and investors will be invited to apply for shares. The 
advantage of this type of issue from the company viewpoint, is that the sale proceeds of the shares is 
certain. The issuing house will take on the risk of selling the shares to investors. This type of issue is 
often used when a company seeks a listing on the Stock Exchange and wishes to raise a large 
amount of funds. 


Public issue 


This form of issue involves the company making a direct invitation to the public to purchase shares 
in the company. Typically, this is done through a newspaper advertisement. The shares may once 
again be a new issue or shares already in issue. An issuing house may be asked by the company to 
help administer the issue of the shares to the public and to offer advice concerning an appropriate 
selling price. However, the company rather than the issuing house will take on the risk of selling the 
shares. An offer for sale and a public issue will both result in a widening of share ownership in the 
company. 

When making an issue of shares, the company or the issuing house will usually set a price for the 
shares. However, establishing a share price may not be an easy task, particularly where the market is 
volatile or where the company has unique characteristics. If the share price is set too high, the issue 
will be under-subscribed and the company (or issuing house) will not receive the amount expected. 
If the share price is set too low, the issue will be over-subscribed and the company (or issuing house) 
will receive less than could have been achieved. 

One way of dealing with the problem is to make a tender issue of shares. This involves the investors 
determining the price at which the shares are issued. Although the company (or issuing house) may 
publish a reserve price to help guide investors, it will be up to the individual investor to determine the 
number of shares to be purchased and the price the investor wishes to pay. Once the offers from 
investors have been received a price at which all the shares can be sold will be established (known as 
the striking price). Investors who have made offers at, or above, the striking price will be issued shares 
at the striking price and offers received below the striking price will be rejected. Although this form of 
issue is adopted occasionally, it is not popular with investors and is, therefore, not in widespread use. 
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Private placing 


This method does not involve an invitation to the public to subscribe to shares. Instead the shares 
are ‘placed’ with selected investors, such as large financial institutions. This can be a quick and 
relatively cheap form of raising funds as savings can be made in advertising and legal costs. 
However, it can result in the ownership of the company being concentrated in a few hands. Usually, 
unlisted companies seeking relatively small amounts of cash will employ this form of issue. 





SUMMARY 


In this chapter we identified and discussed the major sources of long-term and short-term finance available to 
businesses. We also discussed the factors to be considered in deciding between the various forms of finance available. 
We examined the role of the Stock Exchange and saw that the Stock Exchange performs two major roles: a primary role 
in raising finance for companies and a secondary role in ensuring that investors can buy and sell securities with ease. 
Finally, we considered the main forms of share issue and the advantages and disadvantages of each. 


REVIEW QUESTIONS 


13.1 What are the benefits of issuing share warrants for a company? 

13.2 Why might a public company which has a Stock Exchange listing revert to being an unlisted company? 
13.3. Distinguish between an offer for sale and a public issue of shares. 

13.4 Distinguish between invoice discounting and factoring. 


EXAMINATION-STYLE QUESTIONS 


13.1 H Brown Ltd produces a range of air conditioning systems for sale to builders’ merchants. As a result of 
increasing demand for its products, the directors have decided to expand production. The cost of acquiring new plant 
and machinery and the increase in working capital requirements is planned to be financed by a mixture of long-term 
and short-term debt. 


(a) Discuss the major factors which should be taken into account when deciding on the appropriate mix of long-term 
debt and short-term debt necessary to finance the expansion programme. 

(b) Discuss the major factors that a lender should take into account when deciding whether to grant a long-term loan 
to the company. 

(c) Identify three conditions that might be included in a long-term loan agreement and state the purpose of each. 


13.2 Answer all three questions below. 


(a) Discuss the main factors that should be taken into account when choosing between long-term debt and equity 
finance. 

(b) Explain the term ‘convertible loan stock’. Discuss the advantages and disadvantages of this form of finance from 
the viewpoint of both the company and investors. 

(c) Explain the term ‘debt factoring’. Discuss the advantages and disadvantages of this form of finance. 


13.3 Venture capital may represent an important source of finance for a business. 


(a) What is meant by the term ‘venture capital’? What are the distinguishing features of this form of finance? 

(b) What types of business venture may be of interest to a venture capitalist seeking to make an investment? 

(c) When considering a possible investment in a business, discuss the main factors a venture capitalist would take 
into account? 


13.4 Gainsborough Fashions Ltd operates a small chain of fashion shops in Auckland. In recent months the company 
has been under pressure from its trade creditors to reduce the average credit period taken from three months to one 
month. As a result, the directors of the company have approached the bank to ask for an increase in the existing 
overdraft for one year to be able to comply with the creditors’ demands. The most recent accounts of the company are 
as follows: 
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Gainsborough Fashions Ltd 
Balance sheet as at 31 May 19x8 


























$ $ 
Current assets 
Trade debtors 3,000 
Inventory 198,000 
| 201,000 
Non-current assets 
Fixtures and fittings at cost 90,000 
Less Accumulated depreciation 23,000 
67,000 
Motor vehicles at cost 34,000 
Less Accumulated depreciation 27,000 
7,000 
74,000 
Total assets 275,000 
Current liabilities 
Trade creditors 162,000 
Accrued expenses 5,000 
Bank overdraft 7,000 
Income taxation 10,000 
Dividends 10,000 
| 194,000 
Nomesavradnt liabilities 
12% Debentures 20 x 5/6 40,000 
Capital and reserves 
Ordinary shares issued at $1 20,000 
General reserve 4,000 
Retained profits 17,000 
| 41,000 
Total claims 275,000 
Gainsborough Fashion Ltd 
Abbreviated profit and loss account for the year ended 31 May 19x8 
| $ 
Sales 740,000 
Net profit before interest and taxation 38,000 
Interest charges 5,000 
ni profit before taxation 33,000 
Taxation 10,000 
Net profit after taxation 23,000 
Dividend proposed 10,000 
Retained profit for the year 13,000 


Notes | 


1. The debentures are secured by personal guarantees from the directors. 
2. The current overdraft bears an interest rate of 12 per cent. 








(a) Identify and discuss the major factors that a bank would take into account before deciding whether or not to grant 





an increase in the overdraft of a company. 


(b) State whether, in your opinion, the bank should grant the required increase in the overdraft for Gainsborough 


Fashions Ltd. You should provide reasoned arguments and supporting calculations where necessary. 
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13.5 Telford Engineers Ltd, a medium-sized manufacturer of Automobile components, has decided to modernise its 
factory by introducing a number of robots. These will cost $20m and will reduce operating costs by S$6m per year for 
their estimated useful life of 10 years. To finance this scheme the company can either: 

1. raise $20m by the issue of 20 million ordinary shares at $1; | 
2. raise $20m debt at 14 per cent interest per year with capital repayments of $3m per year commencing at the end of 

19x9. ; 
Extracts from Telford Engineers accounts appear below: 
Telford Engineers Ltd 
Summary of balance sheet at 31 December 


19x3 19x4 19x5 19x6 
(estimated) 


Current assets 


Non-current assets 


Total assets 


Current liabilities 


Creditors 
Overdraft 


Non-current liabilities 
Share capital and reserves 


Total claims 


$ million 


55 
48 





20 
25 
30 

103 


Number of shares issued at 25c per share (millions) 80 


$ million 
67 

51 

11 

















$ million 
57 
_65 


122 


25 
_6 
31 
30 


122 
80 


$ million 
55 

64 

119 


18 
_8 
26 

30 
63 
119 


80 





Share price $1.50 $2 $4 $1.45 


Telford Engineers Ltd 
Summary of profit and loss accounts for year ended 31 December 
19x3 19x4 19x5 19x6 
(estimated) 


Sales 


Profit before interest and taxes 








$ million 
170 
40 


$ million 


| 
= 
| 


$ million 
145 
15 


Interest payable _4 ss 
Profit before tax 24 37 
Income tax 12 16 
Profit after tax 12 21 
Dividends = | 
Retained 6 13 





ole wle wie ws 
ola ole 3 


For your answer you should assume that the company tax for 19x7 is 40 per cent, that sales and operating profit will be 
unchanged except for the $6m cost saving arising from the introduction of the robots and that Telford Engineers will 
pay the same dividend per share in 19x7 as in 19x6. 


(a) Prepare for each scheme, Telford Engineers’ profit and loss account for the year ended 31 December 19x7 and a 
statement of its share capital, reserves and loans on that date. 

(b) Calculate Telford’s earnings per share for 19x7 for both schemes. 

(c) Calculate the level of earnings (profit) before interest and tax at which the earnings per share for each scheme is 
equal. 

(d) Which scheme would you advise the company to adopt? You should give your reasons and state what additional 
information you would require. 
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accounting 


Objectives 


xipuedde 





in 
practice 


When you have completed this appendix you should be able to: 


e prepare a profit and loss account and balance sheet from a set of transactions, using 


first principles and a system of pluses and minuses; 
e explain the system of double entry book-keeping; 


e record a set of transactions in a set of ledger accounts, extract a trial balance, complete 


a number of year-end adjustments, and prepare a set of final accounts; 
e explain the principles of subsidiary records and internal control; 
e explain the principles of a typical computerised accounting system. 
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This appendix is written primarily to link the ‘first-principles’ approach used in the first three 
chapters with accounting in practice, for those students who wish to develop a greater 
understanding in this area. Detailed study of this appendix is not needed prior to study of later 
chapters. It is a stand-alone appendix which can be categorised as ‘useful to know’ rather than 
‘need to know’. 

The first section illustrates, by use of a detailed example, a systematic approach to building a 
set of final accounts from a set of transactions. This section develops and formalises the 
approach used in Chapters 2 and 3. Study of this section should enhance your detailed 
understanding of the process. Consideration of the example should highlight the limitations of 
this approach with large numbers of transactions. 

The section on double entry book-keeping shows how large volumes of data can be handled 
and illustrates clearly the relationship between the profit and loss account and the balance sheet. 
Study of this section is likely to be useful if you are going to be involved in data collection and 
recording, as distinct from using accounting information. 

Any business needs to have an effective system of internal control and the section on 
subsidiary records aims to give you an insight into the general principles. 

The last section in this appendix provides a summary discussion of computerised accounting 


systems and links them with our ‘first-principles’ approach using pluses and minuses. 


A Tirst-orinciples approach 


We have seen that transactions involve a dual aspect. We have also developed the following 
relationship for the balance sheet: 


Assets = Claims 
which can be expanded to: 
Assets = Capital (equity) + External liabilities 


After a period of trading this can be further expanded to: 


Assets at the period end = Capital at the start of the period 
+ Injections of new capital 
— Drawings 
+ Profit ( — loss) 
+ External liabilities at the period end 


The profit or loss is the sum of revenues less expenses. The profit and loss account is effectively an 
appendix to the balance sheet and is a summary of those transactions that affect capital as a result 
of operations. 
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The following is the balance sheet of Jonathan & Co., a retailer, as at 1 January 19x8. 











Jonathan & Co. 
Balance sheet as at 1 January 19x8 
$ 
Current assets 
Cash 15,000 
Debtors 20,000 
Inventory 25,000 
60,000 
Non-current assets 
Fixtures 10,000 
Premises 50,000 
60,000 
120,000 
Current liabilities 
Creditors 25,000 
Non-current liabilities 
Loan 40,000 
Capital 55,000 
120,000 








The following is the summary of the transactions for 19x8. 


Purchases of inventory on credit amounted to $200,000, half being for cash and half on credit. 

Payments to creditors amounted to $105,000. 

Sales amounted to $300,000, with credit sales being $120,000 and the remainder being for cash. 

Receipts from debtors were $110,000. 

Bad debts of $5,000 were written off. 

Cost of sales amounted to $200,000. 

Interest on the loan at 7 per cent was paid. 

Wages were paid amounting to $40,000. 

Other expenses amounting to $15,000 were paid. 

Depreciation is charged as follows: 

Fixtures $2,000 

Premises $5,000 

11. At the end of the year it was found that $1,000 of wages was unpaid, insurance of $100 was prepaid, and 
rates of $900 were outstanding. Insurance and rates are included in other expenses. 

12. During the year the owner withdrew cash drawings totalling $15,000. 

13. At the end of the year the owner transferred his private vehicle to the business. Its value was estimated at 

$14,000. 


ae a Pe ge ee Se 


ay 


The impact of these transactions on the balance sheet can be seen below, using a series of pluses and minuses. 
A two-sided format is used because of the duality link and the link with ledger accounts and double entry book- 
keeping. The opening balances are shown in the plus column. 


continues... 
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Current assets 


Cash 


Debtors 


Prepaid expenses 


Inventory 


Non-current assets 


Fixtures 


Premises 


Vehicle 


15,000 


180,000 


110,000 


20,000 


100 


25,000 
100,000 
100,000 


10,000 
50,000 


105,000 


2,800 
40,000 
15,000 
15,000 


110,000 
5,000 


200,000 


2,000 
5,000 


Jonathan & Co. 
Balance sheet as at 31 December 19x8 


$ 
Net 


27,200 


25,000 


100 
25,000 


8,000 
45,000 





144,300 





Current liabilities 
Creditors 25,000 
100,000 
Accrued expenses 1,000 

900 


Non-current liabilities 
Loan 40,000 
55,000 
14,000 
120,000 
180,000 


Capital 
Revenues 


100 


The transactions can be recorded as follows and as shown above: 


Te 


Pa eo 


Increase in inventory of $100,000 matched by a decrease in cash. 
Increase of inventory of $100,000 matched by an increase in creditors. 
Reduce cash, reduce creditors — $105,000. 
Plus sales revenue (i.e. capital) $120,000, plus debtors $120,000. 
Plus sales revenue $180,000, plus cash $180,000. 


Plus cash, reduce debtors — $110,000. 


Reduce capital —- an expense — $5,000, reduce debtors. 
Reduce inventory, reduce capital, an expense — $200,000. 
Reduce cash, reduce capital, an expense — $2,800. 
Reduce cash, reduce capital, an expense — $40,000. 
Reduce cash, reduce capital, an expense — $15,000. 
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$ $ 
- Net 


105,000 20,000 


1,900 


40,000 


82,400 


200,000 
5,000 
2,800 

40,000 
15,000 
2,000 
5,000 
1,000 
900 





144,300 








continues... 


10. Reduce fixtures $2,000, reduce capital, an expense — $2,000. 
Reduce premises $5,000, reduce capital, an expense — $5,000. 
11. Increase a current liability, accrued wages — $1,000, reduce capital, an expense — $1,000. 
Increase asset — insurance prepaid, increase capital, a reduction in an expense — $100. 
Increase a current liability, accrued rates — $1,000, reduce capital, an expense — $1,000. 
12. Cash reduced by $15,000, capital, a drawing, reduced by $15,000. 
13. Vehicle increased by $14,000, capital, an injection, increased by $14,000. 
So far we have followed the approach used in Chapter 2. All the revenues and expenses are recorded directly 
onto the balance sheet. In Chapter 3 we explained that the profit and loss account is effectively an appendix to 
the balance sheet. In effect all the items shown in the balance sheet above, under the heading revenues and 
expenses, could be summarised elsewhere and the net figure included in the balance sheet. 
This would give us: 
































Jonathan & Co. 
Balance sheet as at 31 December 19x8 
$ $ $ 
Current assets Current liabilities 
Cas 27,200 Creditors 20,000 
Debtors 25,000 Accrued expenses 1,900 
Prepaid expenses 100 
i 25,000 
Non-current assets Non-current liabilities 
Vehicle 14,000 Loan 40,000 
Fixtures 8,000 
Premises 45,000 Capital 55,000 
Injections 14,000 
Net profit 28,400 
97,400 
Less drawings 15,000 
82,400 
144,300 144,300 
Jonathan & Co. 
Profit and loss account for the year ending 31 December 19x8 
Expenses $ Revenues $ 
Cost of sales 200,000 Sales — cash 180,000 
Sales — credit 120,000 
Bad debts 5,000 
Loan interest 2,800 
Wages (40,000 + 1,000) 41,000 
Other expenses (15,000 + 900 — 100) 15,800 
Depreciation 
Fixtures 2,000 
i. | 5,000 
| 271,600 
Net profit 28,400 
300,000 300,000 











The capital section of the balance sheet will simply consist of the opening balance, plus any new injections, plus 
the final figure of net profit (or minus any net loss), less any drawings over the period. continues... 
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More formally, the above model can be developed as shown below. 
Assets = capital + revenues — expenses + liabilities 
This can be re-arranged to: 
Assets + expenses = Capital + liabilities + revenues 


This equation provides a base for the preparation of the profit and loss account and the balance sheet, so a list 
set out as follows must balance. 


Assets Liabilities 
-b 
~ = Equity 
a i 
Expenses Revenues 


The section above the dotted line represents the balance sheet. The section below the dotted line represents the 
profit and loss account. In order to separate the two sections all that needs to be done is to calculate the net 
profit or loss (revenues less expenses) and insert it in the capital section of the balance sheet. 


Self-Assessment Question 1 


This activity builds on the previous example, so you should start with the balance sheet as at 31 
December 19x8. 
The summary transactions of Jonathan & Co. for 19x9 are shown below: 


1. Purchases of inventory on credit amounted to $240,000, half being for cash and half on 
. ™" credit. 
2. Payments to creditors amounted to $125,000. 
3. Sales amounted to $340,000, with credit sales being $120,000 and the remainder being for 
cash. 
4. Receipts from debtors were $110,000. 
5. Bad debts of $3,000 were written off. 
6. Cost of sales amounted to $240,000. 
7. Interest on the loan at 7 per cent was paid. 
8 
9 
0 








Wages were paid amounting to $48,000. 

Other expenses amounting to $16,000 were paid. 

Depreciation is charged as follows: 

Fixtures $2,000 

Premises $5,000 

Vehicle $3,000 

11. At the end of the year it was found that $2,000 of wages was unpaid, insurance of $300 was 
prepaid, and rates of $1,000 were outstanding. Insurance and rates are included in other 
expenses. 

12. During the year the owner withdrew cash drawings totalling $18,000. 

13. During the year the business paid for air conditioning to be installed, at a cost of $10,000, in 
the owner's home. 


Complete the balance sheet as at 31 December 19x9 and the profit and loss account for 19x9, from the 
information provided earlier in the balance sheet as at 31 December 19x8 and the above transactions. You 
should use the method illustrated above. 
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The above approach follows a logical, consistent, straightforward approach to recording transactions. 
The main area of difficulty relates to period end adjustments. The amount included as an expense for 
a particular period generally includes the following: 


e any amounts that were paid in earlier periods but which related to the period in question; 
e that part of the amount paid in the period that related to the period; plus 
e any amounts due for the period that are unpaid. 


The second of these means that any amounts paid in the period, but which relate to either the 
previous period or the following period, need to be deducted. 

In the above self-assessment question adjustments are needed for wages and other expenses. The 
cash paid in 19x9 for wages was $48,000, but the expense included in the profit and loss account 
should be $49,000, made up as follows: 


e that part of the amount paid in the year that related to the year — $48,000 less $1,000 which 
cleared a 19x8 accrual: 
e plus any amounts due for the year that are unpaid — $2,000 outstanding at the end of the year. 


The ‘other expenses’ figure you should have included in the profit and loss account ($15,900) was 
arrived at as follows: 


e any amounts that were paid in earlier periods but which relate to the year in question — namely 
the $100 prepayment; 

e that part of the amount paid in the year that related to the year — $16,000 paid less the $300 
prepayment relating to the next year, less the $900 relating to 19x8; plus 

e any amounts due for the year which are unpaid — $1,000. 


Similar adjustments may be needed to convert cash inflows into revenue flows. 
Sometimes we do not know the cost of sales figure. If this is the case it is necessary to calculate it 
by solving the following equation: 


Opening inventory + purchases —- closing inventory = cost of sales. 


In exercises and questions you will either be told what the cost of sales figure is, and be left to derive 
the closing inventory, or you will be told the amount of the closing inventory (usually as the result of 
a physical count) and be left to calculate the cost of sales. 


Double entry book-keeping 


The principal aim of the earlier chapters is to provide a broad understanding of the basic principles 
of accounting, particularly the balance sheet and profit and loss account. In doing this we have 
shown how a set of final accounts can be derived from a set of transactions. While the system used 
above is relatively simple and straightforward, we have so far only been dealing with small volumes 
of transactions. The system of pluses and minuses used above will not cope with high volumes of 
transactions. In practice, businesses usually record their transactions in one, or a combination, of 
the following: 


e amanual system of ledger accounts — using a system based on double entry book-keeping; 
e acomputerised system. 


Students who are going on to major in accounting need to understand these. Others may find the 
remainder of this chapter, which provides an overview of both, of some background interest. 
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In the first principles section above we set out the following: 


Assets Liabilities 
fe 
+ = Equity 
-}- 
Expenses Revenues 


In fact the equity could include drawings and injections, so a more complete equation would be: 
Assets Liabilities 


+ 
Equity at the start of the period 


“ 
i = Injections 
Drawings 
Tsien ean ils celeb eaconliaeaideces ahaailontiise te ae 
Expenses Revenues 
Rearranging gives: 
Assets Liabilities 


aa 
Equity at the start of the period 


+ + 
Drawings = Injections 
+ + 
Expenses Revenues 


This equation must balance, assuming no mistakes are made. 
If we could keep track of a list along these lines it would be straightforward to convert it to a set of 
final accounts, using the same kind of approach as was used earlier in the chapter. 


LEDGERS - DETAILED METHOD OF RECORDING 


The book that is used to record transactions using the system of double entry book-keeping is known 
as the ledger. The ledger is broken down under a number of headings or sections, each of which is 
known as an account (hence the term ledger accounts). An account represents the basic record. 

An account is a record of one or more items, relating to a person or thing, kept under an 
appropriate heading. The number of accounts will be dependant on their usefulness. For example, a 
variety of small items of expenditure might be collected in an account called miscellaneous 
expenses, simply because no really useful purpose is served by breaking the account down further. 
Not surprisingly the decision comes back to a cost — benefit analysis. The more detailed accounts are 
kept, the more information is available. Keeping more accounts also generally costs more. 

The form of an account is as follows: 


Debit side Account title Credit side 


|Date | Detail | Folio| Amount || Date | Detail | Folio) Amount_ 


Each transaction is recorded in the relevant accounts. Transactions are entered in date order. Each 
account therefore provides a history — necessary for the profit and loss account. It is also able to 
provide a current picture — necessary for the balance sheet. 
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The account has two sides, a debit side and a credit side. In the equation shown above the left 
hand of the list is generally recorded on the debit side, while the right hand side is generally 
recorded on the credit side. Hence accounts for assets, drawings and expenses are generally 
recorded on the debit side, while capital, liabilities and revenues are generally recorded on the credit 
side. The debit side simply means the left hand side and the credit side means the right hand side. 
To debit an account means to enter it on the left hand (debit) side. To credit an account means to 
enter it on the right hand (credit) side. 

Let us now work through Example 2 using double entry book-keeping. 


The following transactions occurred in the first week of trading of Paul & Co. | Exampie2 | 


January 1 Paul starts a business with $30,000 which he deposits in a bank. 

January 2 Purchases a vehicle for $10,000 cash. | 

January 2 Buys inventory for $8,000 on credit. 

January 3 Purchases petrol for $50 cash. 

January 4 Cash sales amount to $1,000. The cost of these sales is $700. 

January 5 Cash sales of $800, cost of sales $560. 

January 6 Pays $5,000 to creditors. 

January 7 Pays sundry expenses in cash amounting to $500. 
Cash sales of $800 and credit sales of $200 were made. The cost of sales is $700. 
Paul took out $400 cash for his personal use. 





These transactions will be recorded as shown below: 


January 1: The effect of this transaction is to increase cash and increase capital. This will be achieved by a debit 
to the cash account and a credit to the capital account. 


Debit side Cash Credit side 
[Date [Detail [Folio] Amount [Date | Detail | Folio] Amount 
Jan 1 Capital 30,000 
Debit side Capital Credit side 
[Date [Detail ‘| Folio| Amount [Date [Detail [Folio] Amount 
Jan 1 Cash 30,000 


Using ledger accounts you can see that the date is recorded, providing a history, a cross reference is used, namely 
the title of the other account, and the amount is recorded. The folio column provides a numerical cross reference. 
While important in practice it is unimportant for our purposes and will not be used in the remainder of the text. This 
column is sometimes headed journal or posting reference. You should note that in using ledger accounts, the dual 
effect of a single transaction is achieved by entering in two accounts, hence the name ‘double entry book-keeping’. 


January 2: The effect of the first transaction for 2 January is to increase an asset, vehicle, and reduce cash. As 
you might expect from what has been said before, the vehicle account needs to be opened and debited with 
$10,000, as shown below: 


Debit side Vehicle Credit side 
[Date [Detail «| Amount [Date | Detail «| Amount 
Jan 2 Cash 10,000 
continues... 
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Next we turn to the reduction in cash. This can be achieved by crediting the cash account as follows: 


Debit side Cash Credit side © 
Date | Detail ount Detail Amount 






Capital 30,000 || Jan2 | Vehicle ~~ 10,000 


Using a system of double entry book-keeping we can thus say that: 


¢ if we wish to increase an asset account, drawings, or an expense, we debit the account; 

¢ if we wish to reduce any one of these accounts we credit it; 

¢ if we wish to increase a liability account, equity (injections) or revenues, we credit the account; 
¢ if we wish to decrease a liability account, equity or revenues, we debit the account. 


Suppose now we wished to know how much cash was recorded in the accounts. Clearly the answer is $30,000 
less $10,000. As entries grow the answer may not be as obvious. The answer is to ‘balance off’ the account. The 
two sides are totalled. The difference is put on the smaller side, so that the two sides balance. To preserve double 


Debit side 7 Cash Cred it side 


Detail «| «Amount [Date | Detail 
Capital 30,000 || Jan2 | Vehicle | | 
} Balance c/d 









alance b/d 


The letters c/d mean ‘carried down’ to the next section. The letters b/d mean ‘brought down’ from the last section. 
In passing it is worth noting that some people prefer a modified form of account which keeps a running 
balance, as shown below: 


Cash 


- Capital 30,000 
Vehicle 






Balance 
— debit 
30,000 
20,000 










Credit credit 









10,000 


January 2: The second transaction on 2 January results in an increase in inventory and an increase in creditors. 
The ledger accounts are shown below: 


Debit side Inventory Credit side 


Creditors 





Debit side Creditors Credit side 





Inventory 


January 3: The effect of this transaction is to reduce cash and increase an expense. The accounts are as shown 
below: continues... 
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Debit side 


[Date | Detal ——~—~—~S~S~*d;CAmount [Dato 





Jan 2 


Debit 


Credit side 


Cash 
Detail 


Vehicle 
Balance c/d 


Capital 


Balance b/d Vehicle expenses 





side Vehicle expenses Credit side 


Date [Detail —~—~—~—~—~S~*d~SCAmount [Date [ Detall ——=~=S~S~«d;'CAmount_ 
Jan3 | Cash 50 . 


January 4: This transaction is really two transactions. The first is the sale, which results in an increase in a 
revenue account, sales, and an increase in cash, both of $1,000. The second is the use of inventory, which leads 
to a reduction (a credit) in inventory and an increase in an expense (a debit), cost of sales, both of $700. The 














accounts are shown below: 

Debit side Cash Credit side 
[Date [Detail ——~—~—~—~«i; Amount [Date [Detail | Amount 
Jan 1 Capital 30,000 ||} Jan 2 Vehicle 10,000 

Jan 2 Balance c/d 20,000 

30,000 30,000 

Jan 2 Balance b/d 20,000 || Jan 3 Vehicle expenses 50 
Jan 4 Sales 1,000 

Debit side Sales Credit side 





Debit 








Beta! ———SS~S~S~*drCArmount [Date [ete 


1,000 


Credit side 


700 


side Inventory 


[Det ———~SC*d(CAmount (Date 


8,000 || Jan 4 


Detail 
Cost of sales 


Creditors 














Debit side Cost of sales Credit side 
[Date [Deal —~—~~—~~—~*«Y~Amount’([[Date | Deta ————————«|“ Amount 
Jan 4 Inventory 700 
January 5: The transactions, which are similar to those of 4 January are shown below: 

Debit side Cash Credit side 
[Date | Detail —~—~—~—~—~S*«d;SCAmount [Date | Detail ———~—=—~—~—S~S~S~dCAmount 
Jan 1 Capital 30,000 |} Jan 2 Vehicle 10,000 

Jan2 Balance c/d 20,000 
30,000 30,000 
Jan 2 Balance b/d 20,000 || Jan 3 Vehicle expenses 50 
Jan 4 Sales 1,000 
Jan5 Sales 800 
continues... 
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Debit side Sales Credit side 


800 





Debit side Inventory Credit side 


Jan2 | Creditors 8,000 || Jan4_ | Cost of sales 
















Cost of sales an 
Debit side Cost of sales Credit side 


ae 2 | 
700 || | | 


| Inventory 
Inventory 





January 6: This transaction results in a decrease in cash (a credit to cash) and a decrease in creditors (a debit) as 
shown below: 























Debit side : Cash a Credit side 
Jan1 | Capital 30,000 || Jan2 | Vehicle 10,000 | 
Jan 2 Balance c/d 20,000 
30,000 30,000 | 
Jan 2 Balance b/d 20,000 | Jan 3 Vehicle expenses 50 
| Jan 4 Sales 1,000 || Jan6 Creditors | 5,000 
Jan 5 Sales 800 | 
Debit side Creditors Credit side 


5,000 || Jan2 | Inventory 8,000 





January 7: The payment of sundry expenses by cash will result in a decrease in cash (a credit) and an increase in 
an expense (a debit). The cash sales follow the same pattern as earlier. The credit sales result in an increase (a 
debit) to debtors rather than cash. The drawing leads to a reduction in capital and a reduction in cash. Typically 
the reduction in capital is recorded initially in a drawings account and transferred to the capital account at the 
year end. The accounts are shown below: 











Debit side Cash Credit side | 
[Date | Detail ~—~——~~—~*«(Y Amount [Date [Deal ——~—~—~S~*~d:C out 
teh 1 F apie 30,000 || Jan 2 | Vehicle 10,000 

— Jan 2 Balance c/d 20,000 

30,000 30,000 

Jan 2 Balance b/d 20,000 || Jan3 | Vehicle expenses 50 
Jan 4 Sales 1,000 || Jan6 Creditors 5,000 
Jan5 Sales 800 || Jan 7 Sundry expenses 500 
Jan7 | Sales 800 || Jan7 | Drawings 400 


continues... 
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Debit side Sales Credit side 


[Bate [Detail —————*«| Amount [Date [Detal ———*(|:“Amount_ 





















Jan 4 Cash 1,000 

Cash 800 

Cash 800 

Debtors 200 

Debit side Inventory Credit side 


[Date | Detail | “Amount || Date | Detall | Amount | 

















Jan2 | Creditors 8,000 || Jan4 | Cost of sales 700 
| Cost of sales 560 
Cost of sales 700 


Debit side Cost of sales Credit side 


[Date [Detail | Amount || Date | Detail | Amount | 


















Jan 4 | Inventory 700 

Jan 5 Inventory 

Jan 7 Inventory 

Debit side Debtors Credit side 
[Date [Detail ———=~S~*«;CAmount [Date [Detail «| Amount 

Jan7 | Sales 200 

Debit side Drawings Credit side 
Date [Detail —~«d;CAmount [Date [Detail | “Amount_ 

Jan7 Cash 400 

Debit side Sundry expenses Credit side 
[Date | Detail ———=~=~=S~S~S*dt Amount [Date [Detail «| Amount 

Jan 7 Cash 500 


We have recorded the transactions in a logical way which provides a comprehensive record of transactions that 
can then be used to build a set of final accounts. In passing, it is worth noting that duality, as applied in double 


entry book-keeping, has led to every transaction needing two entries, one a debit, one a credit. 
The complete set of accounts, balanced off where necessary, is set out below: 


Asset accounts 




















Debit side Vehicle Credit side 
[Date | Detail —~—~—~—~—~—~*«(Y ‘Amount (Date | Detal ===“ Amount 
Jan2 | Cash 10,000 
Debit side Inventory Credit side 
[Date | Detail ———~—~—~—~—~*«|~Amount’('Date | Detail ——=—S—S—S—S—S—=*d“Amount 
Jan 2 Creditors 8,000 || Jan 4 | Cost of sales 
Jan5 Cost of sales a 
Jan7 Cost of sales 700 
Jan7 | Balance c/d 6,040 
8,000 8,000 
Jan i Balance b/d 6,040 continue... 
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Debtors Credit side 


Detail | Amount 













Debit side Cash 
Date | Detail oe —_ Amount | 
Jan 1 Capital 30,000 || Jan 2 Vehicle | 10,000 

Jan2 | Balance c/d | 20,000 
30,000 30,000 
| Jan2 | Balance b/d 20,000 || Jan3 
Jan4 | Sales 1,000 || Jan6 
| Jan5 | Sales 800 || Jan7 | Sundry expenses 500 
Jan7 | Sales 800 || Jan7 | Drawings | 400 
| Jan 7 Balance c/d 16,650 
22,600 22,600 
Jan7 | Balance b/d 16,650 


Credit side 





















Vehicle expenses 50 
Creditors | 5,000 




















Liability accounts 
Debit side Creditors 


Cash | | 5,000 || Jan2 | 
Balance c/d " 


| Credit side 
Detail | Amount 











Inventory — ; 8,000 


8,000 
Balance b/d 3,000 


Equity accounts 


Debit s ide Ca pital Cred it side 











Expenses accounts 


Debit side 


Detail — 


Debit side 





Jan 4 
Jan5 
van 7 


Detail 


Inventory 
Inventory 
Inventory 


Debit side 
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Detail 
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~ Amount 


Jan 1 


Drawings 


Cost of sales 


Amount 
700 

560 
1,960 


Vehicle expenses 


Amount Detail 


50 





Detail 


Detail 


Amount 





30,000. 





Credit side 
Amount 






Credit side 


Credit side 





a 


continues... 


Debit side Sundry expenses Credit side 


[at Fst Tt Fa 
. 500 





Revenue accounts 





Debit side Sales Credit side 
[poe [ost roan [ei fr 

Jan 4 Cash 1,000 

Jan 5 Cash 800 

Jan 7 Cash 800 

Jan7 | Debtors __200 

2,800 


At this stage you will probably have noticed that where an account has only entries on one side it has not been 


balanced, but simply totalled. 
If we were to summarise the balances using the format discussed earlier, reproduced below, we would have 


the basis of a set of final accounts: 














| Assets Liabilities 
| + 
Equity at the start of the period 
+ 
| " = Injections 
Drawings 
oe 
Expenses Revenues 
Assets Liabilities 
Vehicles 10,000 Creditors 3,000 
Inventory 6,040 
Debtors 200 Equity 
Cash 16,650 Capital 30,000 
| Less Drawings (400) 
Expenses Revenues | 
Cost of sales 1,960 Sales 2,800 
Vehicle expenses 50 
Sundry expenses 500 
35,400 | | 35,400 














In passing, note that at this point you should be able to calculate the net profit of $290 ($2,800 — (1,960 + 50 + 
500)) for the week, and simply insert this figure into the balance sheet to complete the balancing process. 

In fa t the next stage (before calculating profit) of the double entry book-keeping process is a checking stage. 
With high volumes of transactions the chance of errors increases. The next stage of the process is to complete a 
trial balance, which is simply a listing of account balances. The form of the trial balance is given below, with the 
figures prepared to date included. 

| continues... 
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Trial balance as at January 7 








Debit Credit 
Assets 
Vehicles 10,000 
Inventory 6,040 
Debtors 200 
Cash 16,650 
Liabilities 
Creditors 3,000 
Equity 
Capital 30,000 
Drawings 400 
Expenses 
Cost of sales 1,960 
Vehicle expenses 50 
Sundry expenses 500 
Revenues 
Sales 2,800 
35,800 35,800 














While the fact that a trial balance balances does not mean that there are no mistakes, a trial balance that does not 
balance does indicate that mistakes have been made. Preparation of a trial balance is therefore usually an 
important stage in the internal control process. 


Activity 1 


What kind of errors can be made that do not stop the trial balance agreeing? 





The following errors would not prevent the trial balance agreeing: 


¢« where both entries are on the wrong (i.e. opposite) side; 

¢ where incorrect figures are used in both entries; 

¢ where a wrong class of account has been correctly entered, e.g. a motor vehicle has been debited to motor 
vehicle expenses; 

* compensating errors, where an error in one area is compensated by another error in the opposite direction. 





The next stage is to ‘close off’ the accounts. Basically this involves transferring the revenues and 
expenses to a profit and loss account, and then transferring this balance, and the drawings account, to 
the capital account. The purpose of the detailed revenue and expense accounts is to provide a detailed 
‘story’, but that story needs to be summarised into a profit and loss account for the period. Essentially 
the next step is to transfer the revenues and expenses to the profit and loss account as shown below: 


Debit side Cost of sales Credit side 


[Date [Det ————_‘| Amount | Oete | Dei ~~~‘ Amount 


Jan 4 Inventory 700 || Jan 7 Profit & Loss 
Inventory 
Inventory 
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Debit side Vehicle expense Credit side 


[Date [Detail ——~—~—~—~—~*(| Amount [Date [Detail —~S~S~C Aout 


























Jan3 | Cash 50 | Jan7 Profit & Loss 50 
Debit side Sales Credit side 
[Date [Osta ~~~~—~—+(| Amount [Date [Detail ‘(| _Amount_ 
Jan 7 Profit & Loss 2,800 || Jan 4 Cash 1,000 

Jan 5 Cash 800 
Jan 7 Cash 800 
—____ || Jan 7 Debtors 200 
2,800 2,800 
Debit side Sundry expenses Credit side 
[Date [Detail ————~—~—~«t Amount [Date | Detail ——~—~—«dYAmount_ 
Jan7 | Cash 500 || Jan7 | Profit & Loss 500 
Debit side Profit & Loss Credit side 
[Date [Detail _~—~—~—~—~—~—~(| Amount [Date [Detail ——~—~*«(YCAmount 
Jan 7 Cost of sales 1,960 || Jan 7 Sales 2,800 
Jan 7 Vehicle expenses 50 
Jan 7 Sundry expenses 500 
Jan7 | Capital — net profit __ 290 
2,800 2,800 
Debit side Capital Credit side 
[Date [Ostet _————*(|’ Amount [Date [Detail ——~—~—~«d:SAmount 
Drawings Cash 30,000 
Balance c/d Profit & Loss 290 
30,290 
Balance b/d 29,710 
Debit side Drawings Credit side 
[Date [Detaii————SSS~S~S~*CAmount [Date | Detail —*|«Arount = 
Jan7 | Cash 400 || Jan7_ | Capital 400 


At this stage only the accounts that represent assets, liabilities or equity remain. These form the basis of 
the balance sheet. The balance sheet technically is a listing of those accounts that have a balance on them 
at the balance sheet date. The accounts that remain are listed below: 


Asset accounts 


Debit side Vehicle Credit side 
[Date | Detail ———~—~—~S~S~CAmount [Date | Detal ——————«dY:SCAmount 
Jan 2 Cash 10,000 
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Debit side 






Detail 
| Jan2 | Creditors 


Jan7 | Balance b/d 


Debit side 


~ | Amount 





Inventory 
~ 8,000 || Jan4_ | Cost of sales — 
Jan 5 | Cost of sales 
Jan7_ | Cost of sales 
{|| Jan 7 Balance c/d 
6,040 








Debtors 
te | Detail 


; Credit side 


Amou nt } 
700 

560 

700 
6,040 
8,000 








Credit side 
Amount | 





Debit side 


Cash 


_ Credit side 


Amount 





| Detail 
/Jan1 | Capital 


Jan2 | Balance b/d 
Jan4 | Sales 
Jan5 | Sales 
Jan7 | Sales 


| Jan 7 Balance b/d 


Liability accounts 


Debit side 
| | Detail 
| Cash 
| Balance c/d 


Equity accounts 


Debit side 
Detail 
Drawings 
Balance c/d 
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30,000 || Jan2 | Vehicle 


Jan2_ | Balance c/d 





30,000 
20,000 || Jan 3 
1,000 || Jan 6 
800 || Jan7 | Sundry expenses 
800 || Jan7 | Drawings 
Jan 7 Balance c/d 





Vehicle expenses 
Creditors 





22,600 
16,650 | 





Creditors 


Amount Detail 


| Inventory 


Balance b/d 


Capital 


“Trent Detail 


Cash 
Profit & Loss 


Balance b/d 


10,000 — 
20,000 
30,000 — 











5,000 
500 > 
400 

16,650 
22,600 





Credit side 
Amount | 





__Credit side 


Amount 


The balance sheet can be drawn up in two-sided format as shown below: 


More conventionally, the narrative format is used for presentation purposes. Normally the capital is 
broken down as shown below: 


The profit and loss account will also typically be presented in the narrative style described in 


Current assets 


Cash 
Debtors 
Inventory 


Non-current assets 


Vehicle 


Current assets 
Cash 

Debtors 
Inventory 


Non-current assets 
Vehicle 

Current liabilities 
Creditors 

Capital 

Opening balance 


Net profit 


Less Drawings 


Chapter 3. 


16,650 
200 
6,040 


10,000 
32,890 











Current liabilities 
Creditors 


Capital 


Balance sheet as at 7 January 


30,000 
290 
30,290 
400 








bad debts or depreciation. These will be dealt with as follows: 


If some of the amount debited to an expense account actually relates to the following period — in 
other words has been prepaid, the expense account needs to be reduced (credited) and an asset 


account (prepaid expenses) needs to be set up (debited). 


If some of the expense due remains unpaid at the end of the period the expense needs to be 


16,650 
200 
6,040 


10,000 
32,890 











3,000 


29,890 
32,890 











increased (debited) and a liability account (accrued expenses) set up and credited. 


If bad debts are to be incorporated the debtors need to be reduced (credited) and a bad debts 
expense account debited. 
Depreciation can be debited to a depreciation expense account and credited to the asset account. 
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3,000 


29,890 


32,890 








The example so far has not included any period end adjustments, such as prepayments, accruals, 
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Activity 2 


Suppose, in the above example, that sundry expenses included a payment of $200 which related to a 
later period. 
Show the appropriate accounts. 





The sundry expenses figure in the profit and loss account needs to be reduced and an asset account set up. Entries 
are as shown below. 


Debit side Sundry expenses Credit side 


Prepaid expenses 
Profit & Loss 





Debit side Prepaid expenses Credit side 
Jan 7 Sundry expenses 200 


Self-Assessment Question 2 


This activity effectively duplicates Example 1. The following is the balance sheet of Jonathan 
& Co., a retailer, as at 1 January 19x8. 





Jonathan & Co. 
Balance sheet as at 1 January 19x8 


$ $ 
Current assets 
Cash 15,000 
Debtors 20,000 
Inventory 25,000 
60,000 
Non-current assets 
Fixtures 10,000 
Premises 50,000 
60,000 
120,000 
Current liabilities 
Creditors 25,000 
Non-current liabilities 
Loan 40,000 
Capital 55,000 
120,000 
continues... 
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The following is the summary of the transactions for 19x8. 


Purchases of inventory on credit amounted to $200,000, half being for cash and half on credit. 
Payments to creditors amounted to $105,000. 

Sales amounted to $300,000, with credit sales being $120,000 and the remainder being for cash. 
Receipts from debtors were $110,000. 

Bad debts of $5,000 were written off. 

Cost of sales amounted to $200,000. 

Interest on the loan at 7 per cent was paid. 

Wages were paid amounting to $40,000. 

Other expenses amounting to $15,000 were paid. 

During the year the owner withdrew cash drawings totalling $15,000. 

. At the end of the year the owner transferred his private vehicle to the business. Its value was 
estimated at $14,000. 


SOON DAP WHN = 


na ey 
= 


At the end of the year the following adjustments are made: 

1. Depreciation is charged as follows: 
Fixtures $2,000 
Premises $5,000 

2. At the end of the year it was found that $1,000 of wages was unpaid, insurance of $100 was prepaid, 
and rates of $900 were outstanding. Insurance and rates are included in other expenses. 


Record this example in ledger accounts, prepare a trial balance, close off the accounts for the year and 
prepare a profit and loss account and balance sheet. 


Several things are worth noting at this stage: 


The profit and loss account is part of the accounting system and all revenues and expenses are 
channelled through this account. 

The balance sheet is effectively nothing more than a list of balances at a particular point in time. 
These balances must represent assets or claims at that time. 

Accounts can be asset, expense, liability or revenue depending on circumstances. For example in 
the answer to Self-assessment Question 2 the ‘other expenses’ account has cash payments that 
are expenses, cash payments that are prepayments (assets) and expenses which are unpaid and 
therefore remain as liabilities. 

You may have noted that in the answer to the Self-assessment Question 2 that we debited the 
expense and credited the asset with the amount of the depreciation, giving the net book value at 
the end of the period. In most cases the separation of the cost of the asset and the accumulated 
depreciation taken to date, is seen as providing useful information. This is achieved by opening a 
separate account for accumulated depreciation (also known as aggregate depreciation or 
depreciation provision) for each type of asset and crediting the depreciation for the year to this 
account. As it is only the depreciation expense account that is closed off to the profit and loss 
account, the aggregate depreciation will accumulate a credit balance which can then be offset 
against the asset cost in the balance sheet. 

In the answer to Self-assessment Question 2 the trial balance was drawn up before the year-end 
adjustments took place. It is quite possible (indeed desirable) for a further trial balance to be 
drawn up after the adjustments. 

Many examiners use the trial balance as a starting point for final account questions. 
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e So far we have assumed that the cost of sales is known at the time of sale. This is not always the 
case. Many small businesses do not keep detailed inventory records, but record purchases of 
inventory in a ‘purchases’ account. The result is that at the end of the period inventory will 
appear in an opening inventory/stock account and a purchases account. These two figures will 
appear in the trial balance. At the end of the accounting period a physical stocktake will occur. 
The cost of sales figure will be arrived at by transferring the opening inventory and purchases for 
the year to the profit and loss account (or trading account) and then effectively taking off the cost 
of the closing inventory. The double entries in the accounts are: 


1. debit trading or profit and loss account, credit opening inventory — with the cost of the 
opening inventory; 

2. debit trading or profit and loss account, credit purchases — with the purchases amount; 

3. debit stock/inventory, credit trading or profit and loss account — with the amount of closing 
inventory. 


Activity 3 


The following trial balance was prepared from the accounts of a business as at 30 June 19x9: 








Trial balance 

$ $ 

Sales 270,000 
Purchases 140,000 
Inventory 1 July 19x8 : 20,000 
Wages 40,000 
Administration expenses 40,000 
Selling expenses 20,000 
Drawings 20,000 

Capital 100,000 
Premises 50,000 
Equipment — cost 10,000 

Equipment — aggregate depreciation 4,000 
Debtors 30,000 

Creditors 20,000 
Cash 24,000 

394,000 394,000 














At the year end the following information is available: 


$2,000 of the wages relate to the next year. 

$500 is owed for administration expenses. 

Bad debts are to be written off amounting to $3,000. 

Depreciation at the rate of 20 per cent of the cost is to be charged on equipment. 
Closing inventory is valued at $22,000. 


aorPan = 


Prepare the final accounts for the year. 


continues... 
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By now you should be able to use your knowledge to be able to group the trial balance items in either of the profit 

and loss account or the balance sheet. Then you should be able to work through the adjustments, recognising that 

: = adjustment will affect both profit and loss ane the balance sheet. The final accounts, b eiporesiny wrorhinigs, | 

are shown below: : : a 
Balance sheet as at 30 June 19x9 . 

| _ . Notes 

;: . § 

urrent assets rr 

ash — 24,000. : - 

ebtors | i} }.} }#}. |.» =. 2790.—rs—ti“ ts (30, 000 - 3,000) 
repayments | : _  . 200 |=. wages. 

Inventory : oe 7 2408 |... closing inventory 

| _ 75,000 ; 


SS 


v0 © 


on-current assets 
quipment —- cost. | a | rr EF trts:C:*«s:~*=“=*’ESSCO | 
| 1 ~-depreciationprovision ..§......... _{6,60c) | ~~. (4,000 + 2,000) 
| | _ _  ... 1000. .t.tti(‘(‘(‘(‘‘yCO : : 
3 | 50,000 oe 
! 54,000 — 








urrent liabilities : 
-reditors : 8 20 000° Ll lr 
ccruals | 500 «os «sdsCcséC=__CBHministration 





quity . 
pening capital 100,000 

Net profit | 28,500 
— 128,500 

ess Drawings : 20,000 

| : . | 7) aes 500 

129,000 











Profit and loss for the year ended 31 December 19x9 
_ : |... ; 270,000 
ss cost of sales | mo : : 
pening inventory : ~ 20,000 
Purchases / 2 
: a oe 160,000 oe : 
Less eee inventory 22,000 138,000 
ross profit oe _ 132,000 


a 








gphios . s00..ti«i<i‘(Ci;’COW®SCOSC:w«*SC:w;:w:w:CizaC(i‘(‘izi‘COR , 
ages 38,000 _. (40,000 - 2,000) 
ministration expenses a 40,500 (40,000 + 500) 
preciation-equipment 2 2,000 

Selling expenses | 20,000 












t profit . | oe 2 "28,500 
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Subsidiary records 


In fact the system of ledger accounts described above is not the complete picture. Points to consider 
in devising an accounting system include the following. 


e The high volume of transactions involved in certain accounts e.g. cash, sales, wages, etc. means 
that ledger accounts will be quite clumsy. 

e Methods of substituting totals rather than lots of individual figures are necessary if the 
accounting process is to be handled relatively easily. 

e The system clearly needs to be able to cope with large amounts of data. 

e There is a need to ensure that a clear ‘audit trail’ is maintained, i.e. it should be possible to track 
back through a transaction from its inception to its place in the final accounts. 

e A sound system of internal check and internal control is needed, such that the action of one person 
acts as a check on another, and the system is designed so that responsibilities are clear and 
separated. For example, only a poor system would give one person responsibility for recording 
debtors, bad debts and cash. The splitting of responsibilities is an important part of fraud prevention. 

e The system should be sufficiently flexible to be able to produce useful reports in the detail 
needed by managers. 


In traditional (non-computerised) systems the ledger is generally broken down to various sections or 
sub-ledgers which usually include the following: 


e sales or debtors ledger, which includes the detailed debtor accounts; 

e purchases or bought ledger, which includes the detailed creditor accounts; 

e nominal ledger, which includes the items expected to be closed off the profit and loss account; 
general ledger, including the remaining accounts. 


Often the last two above are combined in one general ledger. 
Additionally, subsidiary books are often kept, including: 


e sales and sales returns journals (books), in which the credit sales and returns are recorded in 
detail: 

e purchases and purchase returns journals (books), in which the credit purchases and returns are 
recorded in detail; 

e cash receipts and payments journals, in which detailed receipts and payments are recorded; 

e ageneral journal, in which anything not recorded initially in the earlier books is recorded. 


Clear responsibilities would be allocated for these journals, bearing in mind basic principles of 
internal control. The journals will be subsequently posted to the ledgers. The advantage of a system 
of subsidiary records is that the postings can be carried out by different people at different times. 
Also, totals can be posted as appropriate. For example, a sales journal would include a list of sales 
and debtors. The individual debtor accounts will need to be debited, but only one total posting is 
needed for the credit to sales. A final advantage is that the subsidiary records should provide a 
record of every transaction prior to entry in the ledger. 


Computerised accounting systems 


Computerised accounting systems can range from straightforward accounting packages to part of 
large scale management information systems. The main elements of a computerised accounting 
system are as set out below: 
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e A record, known as a file, is maintained for each item found in the accounts. In some cases, e.g. 
debtors, creditors, wages, inventory, etc., each file will be sub-divided so as to provide a set of 
individual records as required. 

e A sound system of coding is required. The code must be devised in such a way as to be able to 
provide information at a variety of levels, including a detailed level. 

e Properly coded information can then be fed into the computer in a variety of ways, e.g. bar codes, 
keyboard, tape, mark sensing, scanning, etc. 

e The records can then be updated, analysed and printed out where required, with information 
being targeted at a specific user. 

e Typical output includes the standard accounting reports, with as much supporting detail as is 
needed, whatever documents are needed to carry on the business of the organisation, e.g. 
invoices, credit notes, payslips, cheques, end-of-year tax documents etc., and other reports 
generated for specific purposes, e.g. inventory reports, age profile of debts, etc. 


A typical accounting package uses a menu-driven screen. This will typically give the user a choice of a 
range of accounting tasks which can be worked on, e.g. raising invoices. The routines then usually 
lead the user through the transactions. 

The routines referred to above usually relate to one particular part of the data collection and 
recording process, and often cover similar areas to those covered in a manual system. In a well 
designed and integrated package, however, the information will be fed in once and drawn on as 
appropriate. The double entry and updating therefore takes place automatically, thus saving time 
and avoiding duplication. In general computerised systems can be expected to eliminate some kinds 
of errors. Certain additional security and internal control procedures will need to be added or 
modified. 

Computerised systems follow the same broad principles as a manual system. They are likely to be 
used where: 


e high volumes of transactions exist; 
e supporting documentation (e.g. invoices, cheques etc.) or detailed analyses are needed; 
e savings can be achieved by automatic postings achieved through an integrated system. 





SUMMARY 


This appendix has provided you with an overview, nothing more, of accounting in practice. A first principles approach 
was developed which should have given you an understanding of accounting transactions, and an ability to prepare 
some straightforward final accounts. This was followed by a discussion and illustration of double entry book-keeping. 
For those of you who are working in accounting this section is essential. For those who are not, this appendix aims to 
give you a basic understanding of the accounting process. In fact, the data collection and recording process is far more 
involved than it might appear from this appendix. The last two sections provide an opportunity to alert you to some of 


the basic principles (and jargon) commonly used in accounting. 


REVIEW QUESTIONS 


1 Outline the major limitations of the first principles approach. 

2 List the kind of errors in record keeping that might prevent a trial balance from agreeing. 
3 Identify the key factors that need consideration in devising an accounting system. 

4 Identify the main elements of a computerised accounting system. 
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EXAMINATION-STYLE QUESTIONS 


1 The balance sheet as at | January 19x7 of Xena and Hercules (Wargames) was as follows: 


Xena and Hercules (Wargames) 
Balance sheet 




















$ $ $ $ 
Current Assets Current Liabilities 
Cash 17,700 Creditors 24,000 
Debtors 30,000 Accrued wages 3,000 
Prepaid insurance 300 27,000 
Inventory 21,000 
69,000 
Non-current assets Loan (10% interest) 30,000 
Equipment 
— cost 81,000 Capital 162,000 
— dep provision (21,000) 
Premises 90,000 
150,000 
219,000 219,000 
Notes 


The prepaid insurance relates to a premium which covered the three months to 31 March 19x7. 
The accrued wages relate to overtime worked in December 1 9x6. 


The following represents a summary of the transactions which took place during 19x7. 


PAP SY eS 
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10. 
11. 
12. 


ef 
14. 


Inventory was purchased on credit for $210,000. 

Inventory was purchased for cash for $45,000. 

Credit sales amounted to $300,000. 

Cash sales amounted to $120,000. 

Wages of $75,000 were paid. 

Rent of $3,750 was paid. This covered the 15 months to 31 March 19x8. 

General expenses of $15,000 were paid. 

Rates and insurance of $3,000 were paid. This included a $1,000 insurance premium covering the period | April 
19x7 to 31 March 19x8. 

Additional equipment was purchased on | January, for $10,000. This was financed from a loan for the full amount, 
with interest payable at 12 per cent per annum. 

Cash received from debtors amounted to $270,000, which was in satisfaction of debts of $275,000, the remainder 
being discount. 

Cash paid to creditors amounted to $213,000, which was in satisfaction of debts of $215,000, the remainder being 
discount. 

The owner withdrew $2,000 in inventory and $20,000 in cash. 

The owner won $5,000 on the lottery. This was paid into the business. 

A bill for holidays for the owner — total $1,500 — was paid from the business bank account. 


At the end of the year the following items of additional information are obtained: 
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Bad debts amounting to $1,500 are to be written off. 
Depreciation is to be provided for as follows: 
Premises none 

Equipment 20 per cent on cost 

The loan interest remains unpaid. 
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-3 


Wages of $2,500 have not yet been paid. 
Closing inventory is valued at $30,000. 


Required: 


(a) 
(b) 


Prepare a set of final accounts using a first principles approach. 

Record the above in a set of ledger accounts, prepare a trial balance, close off the accounts incorporating the 
adjustments, and ensure that this will lead to the same set of final accounts you produced in the first part of your 
answer. 


2 The following balances appeared in the records of James Golding’s furniture business at 31 May 19x8: 


$ 
Delivery Truck 1 25,000 
Delivery Truck 2 15,000 
Capital 300,000 
Creditors 54,000 
Premises 150,000 
Les from Mrs Brown (10%) 40,000 
Inventory 90,000 
Debtors 40,000 
Rent receivable 2,000 
Accrued administration expenses 1,400 
Prepaid rates 2,000 
Cash 71,400 


Part of the premises are let to a firm of accountants at an annual rental of $24,000. 


You are given the following data concerning the year to 31 May 19x9: 


at ee Ss 


o 


8. 
9, 
10. 
if; 


I2. 


Credit sales were $300,000. 

$360,000 was paid to suppliers for goods purchased on credit. 

Cash sales were $200,000. 

$30,000 rent was received during the year. 

On 30 November a new truck was purchased for $48,000; truck 2 was taken in part exchange at $12,000 and it was 
agreed that the balance should be paid off at $1,000 per month starting January 1. All payments were made on 
the due dates. 

James Brown took inventory for his private use, goods which had cost $5,000, without paying for them. 

The following payments were also made in the year: 

(a) Delivery van expenses $10,000. 

(b) Administration expenses $15,000. 

(c) Wages $70,000 (including $3,000 a month for James Brown). 

(d) Loan interest paid $2,000. 

(e) Rates — $3,000 paid on October | and $3,600 on April 1, six months in advance in both cases. 

Cash received from debtors amounted to $290,000. 

Creditors for goods supplied (at 31 May 19x9) amounted to $110,000. 

Inventory on hand at 31 May 19x9 amounted to $100,000. 

An electricity bill of $3,000 — covering the three months to 30 April — was unpaid; electricity is included as part of 
administration. 

Depreciation is to be taken at 20 per cent on the written down value of vehicles held at the end of the financial 
year. 


Prepare a profit and loss account for the year and a balance sheet at the year-end. 
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3 The following items appear in the balance sheet of a business as at 31 December 19x8: 


Current assets $ 
Prepaid insurance 500 
Prepaid administration 1,000 


Current liabilities 
Accrued wages 3,000 


During the year to 31 December 19x9 the following cash payments were recorded: 


Cash payments $ 
Wages 50,000 
Insurance 1,200 
Administration 10,000 


At the year-end (31 December 19x9) you ascertain that $1,000 of wages and $1,200 of administration bills remain 
outstanding, and that $400 of insurance has been prepaid. 

Prepare ledger accounts showing the entries for insurance, administration, and wages, clearly showing the transfer 
that would be made to the profit and loss account. 

What figures, if any, relating to these transactions, would be included in the balance sheet as at 31 December 19x9, 
and under what heading would they appear? 


4 The following trial balance was extracted from the accounts of Wiggs Ltd as at 31 December 19x8. 


Wiggs Ltd 
Trial balance as at 31 December 19x8 
$ $ 
Sales 800,000 
Purchases 500,000 
Wages and salaries 100,000 
Transport expenses 30,000 
Bad debts 5,000 
Administration expenses 40,000 
Advertising 20,000 
Stock/inventory at 1 January 120,000 
Capital 640,000 
Properties at cost 400,000 
Motor vehicles — cost 80,000 
Motor vehicles — depreciation provision 20,000 
Unquoted investments — cost 50,000 
Investment income 5,000 
Debtors 145,000 
Creditors 120,000 
Drawings 50,000 
Cash 45,000 
1,585,000 1,585,000 


Prepare trading and profit and loss accounts for the year ending 31 December 19x8 and a balance sheet as at that date, 
incorporating the following adjustments: 


) closing inventory is valued at $150,000. 

) depreciation is to be taken on vehicles at the rate of 25 per cent on cost. 

) $2,000 of the administration expenses have been prepaid at the year-end. 
) 


a 
b 
C 
d) wages of $3,000 are owing at the year-end. 


( 
( 
( 
( 
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5 The following is the trial balance of a sole trading business at the end of its financial year: 


Trial balance as at 30 June 19x9 


Motor vehicles (cost) 

Motor vehicles (depreciation provision) 
Furniture and fittings (cost) 

Furniture and fittings (depreciation provision) 
Debtors 

Creditors 

Stock/inventory at 1 July 19x8 

Capital 

Purchases 

Sales 

Rent rates and insurance 

Motor vehicle expenses 

Office expenses 

Heating and lighting 

General expenses 

Freehold premises 

Cash 

Salaries and wages 

Drawings 


The following information is also available: 


Rates of $1,500 were owing at 30 June 19x9. 
Insurance of $200 was prepaid at 30 June 19x9. 


Bad debts of $2,000 are to be written off. 


Auf WHN 


on cost for furniture and fittings. 


Debit 
$ 


17,500 
12,800 
25,000 
29,500 

105,000 


5,460 
3,780 
2,540 
1,840 
2,820 
65,000 
23,200 
24,600 
5,200 
$320,940 


Credit 
$ 


5,300 
2,360 
14,780 
120,000 


181,800 


$320,940 


Stock/inventory at 30 June 19x9 was physically counted and was valued at $26,300. 


A motor vehicle repair carried out in June 19x9 costing $500 was still unpaid at the end of the year. 


Depreciation is to be provided at the rate of 25 per cent per annum on cost for vehicles and 15 per cent per annum 


Prepare a profit and loss account for the year ended 30 June 19x9 and a balance sheet as at that date for the business. 
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Glossary 


ABC system of inventory control 

A method of applying different levels of inventory 
control, based on the value of each category of 
inventory. 

Accounting The process of identifying, measuring 
and communicating information to permit informed 
judgements and decisions by users of the 
information. 

Accounting rate of return (ARR) The average profit 
from an investment, expressed as a percentage of the 
average investment made. 

Accounting standards Rules established by the 
professional accounting bodies, which should be 
followed by preparers of the annual accounts of 
companies. 

Accrued expenses Expenses which are outstanding 
at the end of the accounting period. 

Activity based costing (ABC) A technique for more 
accurately relating overheads to specific production or 
provision of a service. It is based on acceptance of 
the fact that overheads do not just occur; they are 
caused by activities, like holding products in stores, 
which ‘drive’ the costs. 

Ageing schedule of debtors A report dividing 
debtors into categories, depending on the length of 
time outstanding. 

Asset A resource held by a business which has 
certain characteristics. 

Auditors Professionals whose main duty is to make a 
report as to whether, in their opinion, the accounting 
statements of a company do that which they are 
supposed to do; namely, to show a true and fair view 
and comply with statutory, and accounting standard, 
requirements. 

Average settlement period The average time taken 
for debtors to pay the amounts owing or for a 
business to pay its creditors. 

Balance sheet A statement of financial position 
which shows the assets of a business and the claim 
on those assets. 

Batch costing A technique for identifying full cost, 


where the production of many types of goods and 
services, particularly goods, involves producing a 
batch of identical or nearly identical units of output, 
but where each batch is distinctly different from other 
batches. 

Bond A long-term loan. 

Bonus shares Reserves which are converted into 
shares and given ‘free’ to shareholders. 

Bottom up A term applied to decisions in which 
great weight is given to the views of relatively junior 
staff, who often have good experience and knowledge 
in detail of what is going on in the business and its 
markets. The term is often used in budgeting, where 
budgets are driven by the views of staff such as sales 
representatives. 

Break-even point A level of activity where revenue 
will exactly equal total cost, so there is neither profit 
nor loss. 

Budget A financial plan for the short term, typically 
one year. 

Budget committee A group of managers formed to 
supervise and take responsibility for the budget- 
setting process. 

Budget officer An individual, often an accountant, 
appointed to carry out, or take immediate 
responsibility for having carried out, the tasks of the 
budget committee. 

Business entity convention The convention which 
holds that, for accounting purposes, the business and 
its owner(s) are treated as quite separate and distinct. 
Claim An obligation on the part of the business to 
provide cash or some other benefit to an outside 
party. 

Conservatism/prudence convention The convention 
which holds that financial reports should err on the 
side of caution, effectively anticipating losses but only 
recognising profits when they are realised. 
Consistency convention The accounting convention 
which holds that when a particular method of 
accounting is selected to deal with a transaction, this 
method should be applied consistently over time. 
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Contributions (per unit) Sales revenue per unit less 
variable costs per unit. 

Control Compel events to conform to plan. 
Controllable cost A cost which is the responsibility 
of a specific manager. 

Conventions Rules that have been devised over time 
in order to deal with practical problems experienced 
by preparers and users. 

Convertible loans Loans capital which can be 
converted into equity share capital at the option of 
the holders. 

Cost The amount of resources, usually measured in 
monetary terms, sacrificed to achieve a particular 
objective. 

Cost centre Some area, object, person or activity for 
which costs are separately collected. 

Cost drivers Activities which cause costs. 

Cost plus pricing An approach to pricing output 
which is based on full cost, plus a percentage profit 
loading. 

Current assets Assets which are not held ona 
continuing basis. They include cash itself and other 
assets which are expected to be converted to cash at 
some future point in time. 

Current liabilities Amounts due for repayment to 
outside parties within twelve months of the balance 
sheet date. 

Debenture A long-term loan, usually made to a 
company, evidenced by a trust deed. 

Debt factoring A form of service that is offered by a 
financial institution in which the institution (the 
factor) takes over the list of debtors and effectively 
controls debt collection. 

Deep discount bonds Redeemable bonds which are 
issued at a low or zero rate of interest and which are 
issued at a large discount to their redeemable value. 
Depreciation A measure of that portion of the cost 
(less residual value) of a fixed asset which has been 
consumed during an accounting period. 

Direct costs Costs which can be identified with 
specific cost units, to the extent that the effect of the 
cost can be measured in respect of each particular 
unit of output. 

Directors Individuals who are elected to act as the 
most senior level of management of a company. 
Dividends Transfers of assets made by a company to 
its shareholders. 

Dual aspect convention The accounting convention 
which holds that each transaction has two aspects 
and that each aspect must be recorded in the financial 
statements. 

Economic order quantity (EOQ) The quantity of 
stocks which should be purchased in order to 
minimise total stock costs. 

Eurobonds Bearer bonds which are issued by listed 
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companies and other organisations in various 
countries, with the finance being raised on an inter- 
national basis. 

Expense A measure of the outflow of assets (or 
increase in liabilities) which is incurred as a result of 
generating revenues. 

Factoring A method of raising short-term finance. A 
financial institution (‘factor’) will manage the sales 
ledger of the business and will be prepared to 
advance sums to the business based on the amount 
of trade debtors outstanding. 

Fixed cost A cost which stays fixed (the same) when 
changes occur to the volume of activity. 

Flexed budget A budget which is modified to reflect 
costs that would have been expected for the actual 
activity. 

Full cost The total amount of resources, usually 
measured in monetary terms, sacrificed to achieve a 
particular objective. 

Fully paid shares Share on which the shareholders 
have paid the full issue price. 

Gearing The existence of fixed payment bearing 
securities (for example, loans) in the capital structure 
of a business. 

Going concern (or continuity) convention The 
accounting convention which holds that the business 
will continue operations for the foreseeable future. In 
other words, there is no intention or need to liquidate 
the business. 

Gross profit The difference between sales and cost of 
sales. 

Historic cost convention The accounting convention 
which holds that assets should be recorded at their 
historic (acquisition) cost. 

Indirect costs (or overheads) All costs except direct 
costs, that is, those which cannot be directly 
measured in respect of each particular unit of output. 
Intangible assets Assets which, while providing 
expected future benefits, have no physical substance, 
for example, copyrights, patents. 

Internal rate of return (IRR) The discount rate for a 
project which will have the effect of producing a zero 
NPV. 

Invoice discounting A loan provided by a financial 
institution based on a proportion of the face value of 
credit sales outstanding. 

Job costing A technique for identifying the full cost 
per unit of output, where that output is not similar. 
Just-in-time (JIT) A system of stock management 
which aims to have supplies delivered to production 
just in time for their required use. 

Limited company An artificial legal person which has 
an identity separate from that of those who own and 
manage it. 

Limiting factor Some aspect of the business (for 


example, lack of sales demand) which will stop it from 
achieving its objectives to the maximum extent. 

Loan convenants Conditions contained within a loan 
agreement which are designed to protect the lenders. 
Management by exception Term used to describe a 
system of control in which attention is given to areas 
which are out of line with plans, that is, are 
exceptional. 

Margin of safety The extent to which the planned 
level of output or sales lies above the break-even 
point. 

Marginal cost The addition to total cost which will 
be incurred by making/providing one more unit of 
output. 

Matching convention The accounting convention 
which holds that, in measuring income, expenses 
should be matched to revenues, which they helped 
generate, in the same accounting period as those 
revenues were realised. 

Materiality convention The convention that says that 
items need to be separately disclosed if they would be 
seen as important (material) by users. Items not 
deemed to be important enough to justify separate 
disclosure can be grouped together. 

Money measurement The accounting convention 
which holds that accounting should only deal with 
those items which are capable of being expressed in 
monetary terms. 

Mortgage A loan secured on property. 

Net present value The sum of the cash flows assoc- 
iated with a project, after discounting at an appropriate 
rate, reflecting the time value of money and risk. 
Non-controllable cost A cost for which a specific 
manager is not held responsible. 

Non-current assets Assets held with the intention of 
being used to generate wealth rather than being held 
for resale. They can be seen as the tools of the 
business and are normally held by the business on a 
continuing basis. 

Non-current liabilities Those amounts due to other 
parties which are not liable for repayment within the 
next twelve months after the balance sheet date. 
Objectivity convention The convention which holds 
that, in so far as is possible, the financial statements 
prepared should be based on objective verifiable 
evidence rather than matters of opinion. 

Offer for sale An issue of shares which involves a 
public limited company (or its shareholders) selling 
the shares to a financial institution which will, in turn, 
sell the shares to the public. 

Operating cash cycle The time period between the 
outlay of cash to purchase supplies and the ultimate 
receipt of cash from the sale of goods. 

Opportunity cost The cost of the best alternative 
strategy. 


Ordinary shares Shares of a company owned by those 
who are due the benefits of the company’s activities 
after all other stakeholders have been satisfied. 
Overheads (or indirect costs) All costs except direct 
costs, that is, those that cannot be directly measured 
in respect of each particular unit of output. 

Owner’s equity The claim of the owner on the assets 
of the business. 

Payback period (PP) The time taken for the initial 
investment in a project to be repaid from the net cash 
inflows of the project. 

Preference shares Shares which have a fixed rate of 
dividend which must be paid before any ordinary 
dividend can be paid. Often preference shares have 
higher piority than ordinary shares in the event of the 
company going into liquidation. 

Private placing An issue of shares which involves the 
company ‘placing’ the shares with selected investors 
such as large financial institutions. 

Process costing A technique for deriving the full cost 
per unit of output, where the units of output are 
exactly similar, or it is reasonable to treat them as 
being so. 

Product cost centre Some area, object, person or 
activity for which costs are separately collected, in 
which cost units have costs added. 

Profit and loss The statement which measures and 
reports how much wealth (profit) has been generated 
in a period. 

Realisation convention The convention that states 
that revenue will only be recognised when it is 
realised—usually when the transaction is substantially 
complete, can be objectively measured, and it is 
reasonably certain that the money will be received. 
Reducing balance method A method of 
depreciation in which a fixed percentage is applied to 
the written down value of the asset. 

Reserves Amounts reflecting increases in owners’ 
claims. 

Retained profit The amount of profit made over the 
life of the business, which has not been taken out by 
owners in the form of drawings or dividends. 

Return on total assets (ROA) Net profit expressed as 
a percentage of the assets employed. 

Revenues _ Increases in the owners’ claim as a result 
of operations. 

Rights issue An issue of shares for cash to existing 
shareholders on the basis of the number of shares 
already held. 

Sale and lease back An agreement to sell an asset 
(usually property) to another party and simultane- 
ously to lease the asset back in order to continue 
using the asset. 

Semi-fixed (semi-variable) cost A cost which has 
both an element of fixed and variable cost. 
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Sensitivity analysis An analysis in which variables in 
a decision are changed one at a time, with the view to 
identifying which variables are most important to the 
success of the decision, plan or project. 

Service cost centre Some area, object, person or 
activity for which costs are separately collected, in 
which cost units do not have cost added, because 
service cost centres only render services to product 
cost services and to other service cost centres. 

Sole proprietorship An individual in business on his 
or her own account. 

Stable monetary unit convention The accounting 
convention which holds that money, which is the unit 
of measurement in accounting, will not change in 
value over time. 

Standards Planned quantities and cost (or revenues) 
for individual units of input or output. Standards are 
the building blocks used to produce the budget. 
Statement of cash flows A statement which shows 
the sources and uses of cash for a period. 

Stock Exchange A market where ‘second-hand’ 
shares may be bought and sold and new capital raised. 
Straight-line method A method of accounting for 
depreciation which allocates the amount to be 
depreciated evenly over the useful life of the asset. 
Tangible assets Those assets that have a physical 
substance (for example, plant and machinery, motor 
vehicles). 
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Tender issue Shares for sale to investors which 
requires the investors to state the amount which they 
are prepared to pay for the shares. 

Top-down budgeting An approach to budgeting, 
where the senior management of each budget area 
originates the budget targets, perhaps discussing 
them with lower levels of management. 

Total cost The sum of the variable and fixed costs of 
pursuing some activity. 

Variable cost A cost which varies according to the 
volume of activity. 

Variance The financial effect, on the budgeted profit, 
of the particular factor under consideration, being 
more or less than budgeted. 

Venture capital Long-term capital provided by 
certain institutions to small and medium-size 
businesses to exploit relatively high risk opportunities. 
Warrant A document giving the holder the right, but 
not the obligation, to acquire ordinary shares in a 
company at an agreed price. 

Zero-base budgeting An approach to budgeting, 
based on the philosophy that all spending needs to 
be justified annually and that each budget should 
start as a clean sheet. 


solutions to 
self-assessment 
questions 


SELF-ASSESSMENT QUESTION 2.1 


The balance sheet you prepare should be set out as follows: 


Simonson Engineering Company 
Balance sheet as at 30 September 19x9 














$ $ 
Current assets 
Cash in hand 1,500 
Trade debtors 48,000 
Inventory 45,000 
94,500 
Non-current assets 
Fixtures and fittings 9,000 
Motor vehicles 15,000 
Plant and machinery 25,000 
Freehold premises 72,000 
121,000 
215,500 
Current liabilities 
Bank overdraft 26,000 
Trade creditors 18,000 
44,000 
Non-current liabilities 
Loan 51,000 
Capital 
Opening balance 117,500 
Add Profit 18,000 
135,500 
Less Drawings 15,000 
Oc 120,500 
215,500 








SELF-ASSESSMENT QUESTION 2.2 


The balance sheet provides an insight into the ‘mix’ of assets held. Thus, it can be seen that, in percentage 
terms, approximately 60 per cent of assets held are in the form of non-current assets and that freehold premises 
comprise more than half of the non-current assets held. Current assets held are largely in the form of inventory 
(approximately 46 per cent of current assets) and debtors (approximately 42 per cent of current assets). 


371 


372 


The balance sheet also provides an insight into the liquidity of the business. The current assets are $104,000 
and can be viewed as representing cash or near cash assets held, compared to $42,000 in current liabilities. In 
this case it appears that the business is fairly liquid as the current assets exceed the current liabilities by a 
large amount. Liquidity is very important in order to maintain the capacity of the business to pay debts. 

The balance sheet gives an indication of the financial structure of the business. In the balance sheet provided, 
it can be seen that the owner is providing $63,000, and long-term lenders are providing $160,000. This means 
that outsiders contribute, in percentage terms, more than 71 per cent of the total long-term finance required and 
the business is therefore heavily reliant on outside sources of finance. The business is under pressure to make 
profits which are at least sufficient to pay interest and make capital repayments when they fall due. 


SELF-ASSESSMENT QUESTION 3.1 


TT Ltd 
Balance sheet as at 31 December 19x5 


+ “- Net + ~ Net 
Current assets Current liabilities 
Cash 50,000 25,000 750 = Creditors 143,000 121,000 22,000 
35,000 500 
132,000 1,200 
12,000 
33,500 
1,650 
12,000 
9,400 
121,000 
Debtors 152,000 132,000 19,600 #£Accruals 630 1,250 
400 620 
Prepayments 5,000 5,300 
300 Capital 50,000 76,900 
26,900 
Inventory 143,000 74,000 65,000 


12,000 16,000 


Non-current assets 
Delivery vehicle 12,000 2,500 9,500 

















Profit and loss account for the year ended 31 December 19x5 





Cost of sales 74,000 90,000 = Sales 152,000 187,000 
16,000 35,000 
Rent 20,000* 20,000 
Rates 500 1,400 
900** 
Wages 33,500 34,130 
630 
Electricity 1,650 2,270 
620 
Bad debts 400 400 
Vehicle depreciation 2,500 2,500 
Vehicle expenses 9,400 9,400 
160,100 
Net profit 26,900 
187,000 187,000 
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* An alternative approach would have been to show the $25,000 initially as an expense and at the year-end 
transfer $5,000 of this to the prepayment. 
** An alternative approach would have been to show the $1,200 and subsequently transfer $300 to the prepayment. 


SELF-ASSESSMENT QUESTION 3.2 


Sales increased by nearly 24 per cent over the previous year but the ‘bottom line’ fell from a net profit of $37,000 
to a loss of $58,000. The rapid expansion of the business has clearly brought problems in its wake. In the 
previous period, the business was making a gross profit of more than 3lc for every $1 of sales made. This 
reduced in the year to 31 May 19x9 to around 2é6c for every $1 of sales made. This seems to suggest that the rapid 
expansion was fuelled by a reduction in prices. The gross profit increased in absolute terms by $20,000, however, 
there was a drastic decline in net profits during the period. In the previous period, the business was making a net 
profit of nearly 6c for every $1 of sales whereas, for the year to 31 May 19x9 this reduced to a loss of nearly 7c for 
every Sl of sales made. This means that overhead expenses have increased considerably. Some increase in 
overhead expenses may be expected in order to service the increased level of activity. However, the increase 
appears to be exceptional. If we look at the list of overhead expenses we can see that the bad debts written off 
figure seems very high (more than 10 per cent of total sales). This may be a further effect of the rapid expansion 
that has taken place. In order to generate sales, insufficient regard may have been paid to the creditworthiness of 
customers. A comparison of overhead expenses with those of the previous period would be useful. 


SELF-ASSESSMENT QUESTION 4.1 


1. The summarised balance sheet of Bonanza Ltd immediately following the rights and bonus issue is as 


follows: 
Balance sheet as at 31 December 19x9 


Net assets (235 + 40 (cash from the rights issue)) $275,000 
Shareholders’ equity 
Share capital 
100,000 shares of an issue price of $1.30 each 130,000 
50,000 shares at an issue price of $2 (20,000 rights plus 30,000 bonus) 100,000 
Retained profits 45,000 
| $275,000 


Note that the bonus issue is taken from revaluation reserve first, as this is not distributable as a cash dividend, 
leaving $23,000 to be taken from the retained profits. This leaves $45,000 still available in retained profits — 
which is distributable as a cash dividend. If the bonus issue had all come from retained profits only $8,000 
would have remained in a distributable reserve. 


2. There may be pressure from a potential creditor for the company to limit its ability to pay dividends. This 
would place creditors in a more secure position because the maximum ‘buffer’ or safety margin, between the 
value of the assets and the amount owed by the company, is maintained. It is not unusual for potential creditors 
to insist on some measure to lock up shareholders’ funds in this way, as a condition of granting the loan. 


3. The summarised balance sheet of Bonanza Ltd immediately following the rights and bonus issue (assuming 
a minimum dividend potential objective) is as follows: 


Balance sheet as at 31 December 19x9 


Net assets (235 + 40 (cash from the rights issue)) $275,000 
Shareholders’ equity 
Share capital 
100,000 shares at an issue price of $1.30 each 130,000 
50,000 shares at an issue price of $2 (20,000 rights plus 30,000 bonus) 100,000 
Revaluation reserve 37,000 
Retained profits 8,000 
$275,000 


SOLUTIONS TO SELF-ASSESSMENT QUESTIONS 


eve: 


4. Before the bonus issue the maximum dividend was $68,000. Now it is $8,000. Thus the bonus issue has the 
effect of locking up an additional $60,000 of the assets of the company in terms of the company’s ability to pay 
dividends. 


5. Lee’s position 
Before the issues Lee had 100 shares, each worth $2.35 (i.e. $235,000/100,000) or $235 in total. 

Lee would be offered 20 shares in the rights issue at $2 each, or $40 in total. After the rights issue Lee would 
have a total of 120 shares, each worth $2.2917 (i.e. $275,000/120,000) or $275 in total. The bonus issue would 
give 30 additional shares to Lee. After the bonus issue Lee would have 150 shares, each worth $1.833 (ie. 
S$275,000/150,000) or $275 in total. 

None of this affects Lee’s wealth. Before the issues Lee had $235 worth of shares and $40 more in cash. After 
the issues Lee has the same total, but all $275 is in the value of the shares. 


SELF-ASSESSMENT QUESTION 4.2 











Pear Ltd 
Profit and loss account for the year ended 30 September 19x9 
$000s $000s 
Sales (1,456 + 18) 1,474 
Cost of sales 768 
Gross profit 706 
Less Expenses 
Salaries 220 
Depreciation (249 + 12) 261 
Other operating expenses (131 + (2% x 200) + 2) 137 
618 
Operating profit 88 
Interest payable (15 + 15) 30 
Profit before taxation 58 
Taxation (58 x 35%) 20 
Profit after taxation 38 
Dividends proposed 25 
13 
Pear Ltd 
Balance sheet as at 30 September 19x9 
$000s $000s 
Current Assets 
Cash at bank 21 
Trade debtors (182 + 18 — 4) 196 
Inventory 207 
424 
Non-current assets 
Cost (1,570 + 30) 1,600 
Depreciation (690 + 12) (702) 
898 
lpoes 
Current liabilities 
Bank overdraft 105 
Income tax 20 
Trade creditors 88 
Other creditors (20 + 30 + 15 + 2) 67 
Dividends proposed 25 
305 
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Non-current liabilities 





10% Debentures — repayable 20x5 300 
Shareholders’ equity 
Paid-up capital 600 
Retained profit at beginning of year 104 
Net profit for year 13 
iz 
1,322 





SELF-ASSESSMENT QUESTION 5.1 


Touchstones Ltd 


Workings 

Cash received from customers 

Opening balance of debtors 16 
plus sales for the period 207 
gives the amount we might expect to receive for the year 223 
less closing balance of debtors _26 
equals the cash received from customers 197 
Cash paid to suppliers etc. 

Opening balance of creditors 26 
plus purchases of inventory for the period (see below) 100 
gives the amount we might expect to pay for the year 126 
less closing balance of creditors _23 
equals the cash paid to creditors 103 
Calculation of purchases figure 

Opening inventory 25 
plus purchases x = 100 
equals the amount available for sale xX +25 
less closing inventory — the amount unsold 24 
equals the cost of sales — the cost of the amount sold 101 


Non-current assets 


Land and buildings , Net 
Balance at the start of the year 94 
less any disposals _- 

94 
plus new acquisitions ee 
plus any revaluations ~ 
less depreciation for the year _ (6) 
equals closing balance 110 

Plant and machinery Net 
Balance at the start of the year 53 
less any disposals _* 

53 
plus new acquisitions x= 19 
plus any revaluations - 
less depreciation for the year (10) 
equals closing balance 62 
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Dividends paid 

Of the dividends proposed in the profit and loss accounts, only part appears in each of the balance sheets as a 
liability. The difference must therefore be interim dividends. Hence payments in 19x8 were 19x7 final proposed 
dividends plus the interim dividends which must have been $4 (18 — 14). 


Statement of cash flows for the year ended 31 December 19x8 


$ million $ million 
Cash flows from operating activities 

Receipts from customers (197 + 4) 201 

Payments to suppliers and employees (103 + 48 — 16) (135) 

Interest received 2 

Interest paid (4) 

Income taxes (19x7 liability) _ (8) 

Net cash provided by operating activities 56 
Cash flows from investing activities 

Payments for non-current assets (22 + 19) (41) 

Proceeds from sale of non-current assets = 

Net cash used in investing activities (41) 
Cash flows from financing activities 

Proceeds from borrowings 20 

Dividends paid (12 + interim dividend of (18 — 14)) (16) 

Net cash used in financing activities _ 4 
Net increase in cash for the year 19 
Cash at the beginning of the financial year 8 
Cash at the end of the financial year 17 


The reconciliation between operating profit and operating cash flows is as follows: 


Operating profit 44 
Adjusted for: 
Depreciation 16 
Increase in debtors (10) 
Decrease in inventory 1 
Reduction in creditors (3) 
Increase in tax liability 8 


SELF-ASSESSMENT QUESTION 6.1 


In order to answer this question you may have used the following ratios: 


A Ltd B Ltd 
_ 869 _ 833.9 
Current ratio = 7384 ~ 310.5 
= 20 = 27 
. | _ (869 - 592) _ (833.9 - 403) 
Acid test ratio ~ “4384 7 310.5 
= 0.6 - 
_ _190 x 100 _ —250 x 100_ 
Gearing ratio ~ (687.6 + 190) ~ (874.6 + 250) 
= 21.6% = 22.2% 
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Interest cover ratio 


Dividend payout ratio 


Earnings per share 


Price earnings ratio 


A Ltd has a much lower current ratio and acid-test ratio than that of B Ltd. 


(131.9 + 19.4) 
19.4 
= 78 times 


135.0 x 100 
99.9 
= 135% 





(139.4 + 27.5) 
27.5 
= 6.1 times 


95.0 x 100 
104.6 
= 91% 


104.6 
250 
= 0.418 


$8.20 
41.8¢c 
= 19.6 





The reasons for this may be partly 


due to the fact that A Ltd has a lower average settlement period for debtors. The acid-test ratio of A Ltd is 
substantially below 1.0. This may suggest a liquidity problem. 

The gearing ratio of each company is quite similar. Neither company has excessive borrowing. The interest 
cover ratio for each company is also similar. The respective ratios indicate that both companies have good 


profit coverage for their interest charges. 


The dividend payout ratio for each company seems very high indeed. In the case of A Ltd the dividends 
announced for the year are considerably higher than the earnings generated during the year which are available 
for dividend. As a result part of the dividend was paid out of retained profits from previous years. This is an 
unusual occurrence. Although it is quite legitimate to do this, such action may nevertheless suggest a lack of 


prudence on the part of the directors. 


The P/E ratio for both companies is high which indicates market confidence in their future prospects. 


SELF-ASSESSMENT QUESTION 7.1 


(a) The break-even point if only Product A were made would be: 


Fixed costs / (sales revenue per unit — variable cost per unit) 
= $40,000 / ($30 — (15 + 6)) = 4,445 units (per annum). 


(b) Product 


Selling price 
Variable materials 
Variable production costs 


Contribution 


Time on machines (hours) 
Contribution per hour on machines 
Order of priority 


Produce: 5,000 Product C using 
2,500 Product A using 


A c 
(per unit) (per unit) (per unit) 
$ $ 
30 39 20 
(15) (18) (10) 

(6) (10) (5) 

9 5 
Z 1 
$4.50 $3.67 $5.00 
2nd 1st 


5,000 hours generating 
5,000 hours generating 
10,000 hours 


Less: Fixed costs 
Profit 





Contributions ($) 
25,000 
22,500 
47,500 


40,000 
$7,500 














Leaving a demand for 500 units of Product A and 2,000 units of Product B unsatisfied. 
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SELF-ASSESSMENT QUESTION &.' 


(a) The budget may be summarised as follows: 


Sales revenue $196,000 
Direct materials (38,000) 
Direct labour (32,000) 
Total overheads (77,000) i.e. 2,400 + 3,000 + 27,600 + 36,000 + 8,000 
Profit $49,000 





The job may be priced on the basis that both overheads and profit should be apportioned on the basis of direct 
labour cost, as follows: 





$ 
Direct materials 4,000 
Direct labour 3,600 
Overheads 8,663 = (i.e. $77,000 x 3,600/32,000) 
Profit 5,513 ~— (i.e. $49,000 x 3,600 x 32,000) 
Price $21,776 








This answer assumes that variable overheads vary in proportion to direct labour cost. 
Various other bases of charging overheads and profit could have been adopted. For example, material cost 
could have been included (with direct labour) as the basis for profit loading, or even apportioning overheads. 


(b) This part of the question, in effect, asks for comments on the validity of ‘full cost plus’ pricing. This 
approach can be useful as an indicator of the effective long-run cost of doing the job. On the other hand, it fails 
to take account of such factors as the state of the market and other external factors. 
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SELF-ASSESSMENT QUESTION 9.1 
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SELF-ASSESSMENT QUESTION 10.1 


Raw materials inventory budget for the six months ending 31 December (in units): 


Opening balance 
Purchases 


Less Issued to production 
Closing balance 


Raw materials inventory budget for the six months ending 31 December (in financial terms): 


Opening balance 
Purchases 


Less Issued to production 
Closing balance 


Creditors budget for the six months ending 31 December: 


Opening balance 
Purchases 


Less Payments 
Closing balance 


July 
500 
600 

1,100 
500 
600 





July 
4,000 
4,800 
8,800 
4,000 
4,800 








July 
4,000 
4,800 
8,800 
4,000 
4,800 











August 
600 
600 

1,200 
600 
600 





August 
4,800 
4,800 
9,600 
4,800 
4,800 














August 
4,800 
4,800 
9,600 
4,800 
4,800 








Cash budget for the six months ending 31 December: 


Inflows 

Receipts from debtors 
Cash sales 

Total inflows 


Outflows 
Payment to creditors 
Direct costs 
Advertising 
Overheads 
80% 
20% 
New plant 
Total outflows 
Net inflows 
Balance b/f 
Balance carried forward 


Note how budgets are linked: in this case the materials budget to the creditors budget and the creditors budget 


to the cash budget. 


July 


2,800 
4,800 
7,600 











4,000 











August 


3,200 
6,000 
9,200 

















September 


600 
700 
1,300 
_600 
“700 





September 


4,800 
5,600 














September 


4,800 
5,600 
10,400 
4,800 
5,600 











September 


3,200 
7,200 
10,400 











4,800 
3,600 


1,280 
320 
2,200 
12,200 
(1,800) 
4,740 
2,940 














October 


700 
750 
1,450 
_700 
_750 





October 


5,600 
6,000 
11,600 
5,600 
6,000 








October 


5,600 
6,000 
11,600 
5,600 
6,000 











October 


4,000 
7,800 
11,800 











5,600 











November 


750 
750 
1,500 
750 
_750 





November 


6,000 
6,000 
12,000 
6,000 
6,000 














November 


6,000 
6,000 
12,000 
6,000 
6,000 











November 


4,800 
8,400 
13,200 











6,000 
4,500 

















The following are possible means of relieving the cash shortages revealed by the budget: 


e make a higher proportion of sales on a cash basis; 


e collect the money from debtors more promptly, for example, during the month following sale; 
e hold lower inventories, both of raw materials and finished goods; 


SOLUTIONS TO SELF-ASSESSMENT QUESTIONS 


December 


750 
750 
1,500 
_/50 
_750 





December 


6,000 





6,000 


December 


6,000 
6,000 
12,000 
6,000 
6,000 











December 


5,200 
9,600 
14,800 








6,000 
4,500 
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increase the creditor payment period: 

delay the payment for advertising; 

obtain more credit for the overhead cost — at present only 20 per cent is on credit; 
delay the payment for the new plant. 


SELF-ASSESSMENT QUESTION 10.2 














(a) and (b) 

Toscanini Ltd Budget 

Original Flexed Actual 
Output (units) production and sales 4,000 3,500 3,500 

$ $ $ 
Sales 48,000 42,000 41,460 
Raw materials (11,520) (10,080) (1,400kg) (10,260) (1,425 kg) 
Labour (9,600) (8,400) (700 hours) (8,070) (690 hours) 
Fixed overheads (14,400) (14,400) (14,700) 
Operating profit 12,480 9,120 8,430 
$ $ Manager accountable 
Budgeted profit 12,480 
Sales volume variance* 
(12,480 — 9,120) 3,360 A Sales 
Sales price variance 
(42,000 — 41,460) 540 A Sales 
Materials price variance 
(1,425 x $7.20) — 10,260 - 
Materials usage variance 
[(3,500 x 0.40) — 1,425] x $7.20 180 A Production 
Labour rate variance 
(690 x $12) — 8,070 210 F Personnel 
Labour efficiency 
[(3,500 x 0.20) — 690] x $12 120 F Production 
Fixed overhead spending 
14,400 — 14,700 300A Various, depending on the 
nature of the overheads 

Total net variances $4,050 A 
Actual profit $8,430 





*The sales volume variance can also be calculated as follows: 


The contribution to fixed costs and profit for every unit of production can be calculated as 


Selling price per unit 12 

Materials per unit 2.88 
Labour per unit 2.40 
Contribution per unit 6.72 


This means that if the volume is 500 less than budgeted the loss of contribution would be 500 x 6.72 = $3,360. 
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(c) Feasible explanations include the following: 


Sales volume 


Sales price 
Materials usage 


Labour rate 


Labour efficiency 
Overheads 


Unanticipated fall in world demand would account for 4/5 of this variance, i.e. demand 
would fall from 4,000 to 3,600, with the remaining 1/5 being attributable to other 
causes. The remainder is probably caused by ineffective marketing, although a lack of 
availability of inventory to sell may be a reason. 

Ineffective selling seems the only logical reason. 

Inefficient use of material, perhaps because of poor performance by labour or 
substandard materials. 

Less overtime worked or lower production bonuses paid as a result of lower volume of 
activity. 

More effective working, perhaps because less hours were worked than planned. 
Ineffective control of overheads. 


(d) Clearly not all of the sales variance can be attributed to poor marketing, given a 10 per cent reduction in 


demand. 


It will probably be useful to distinguish between that part of the variance that arose from the general 
shortfall in general demand (a planning variance) and a volume variance which is more fairly attributable to the 
manager concerned. Thus accountability will be more fairly imposed. 


Planning variance (10% x 4,000) — based on a flexed budget of 3,600 











(or 400 x $6.72) 2,688 
‘New’ sales volume variance reflecting the difference between 
the budgeted profit on a flexed budget at 3,600 and 3,500 (100 x 6.72) 672 
Original sales volume variance $3,360 
SELF-ASSESSMENT QUESTION 11.1 
Beacon Chemicals Ltd 
(a) Relevant cash flows 
19x6 19x7 19x8 19x9 20x0 20x1 
$000 $000 $000 $000 $000 $000 
Sales revenue = 80 120 144 100 64 
Loss of contribution (15) (15) (15) (15) (15) 
Variable costs (40) (50) (48) (30) (32) 
Fixed costs ee (8) _(8) _(8) _(8) (8) 
Operating cash flows 17 47 73 47 9 
Working capital (30) 30 
Capital cost (100) = Pa _— —_ _ 
Net relevant cash flows (130) 17 Al 3 47 39 
(b) Payback period 
Cumulative cash flows (130) (113) (66) 7 


Thus the plant will have repaid the initial investment by the end of the third year of operations. 


(c) Net present value 


Discount factor 
Present value 
Net present value 


1.000 .926 0.857 0.794 0.735 0.681 
(130) 15.74 40.28 57.96 34.55 26.56 
45.09 
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SELF-ASSESSMENT QUESTION 12.1 





$ $ 

Existing level of debtors ($4m x 70/365) 767,000 
New level of debtors 

$2m x 80/365 438,000 

$2m x 30/365 164,000 602,000 
Reduction in debtors 165,000 
Cost and benefits of policy 
Cost of discount ($2m x 2%) 40,000 
Less Savings 
Interest payable ($165,000 x 13%) 21,450 
Administration costs 6,000 
Bad debts 10,000 37,450 
Net cost of policy 2,550 





The above calculations reveal that the company will be worse off by offering the discounts. 


SELF-ASSESSMENT QUESTION 13.1 


te Debt Equity 

$ million $ million 
Profit before interest and tax 1.80 1.80 
Interest payable 0.30 —_ 
Profit before tax 1.50 1.80 
Less taxation 0.75 0.90 
Profit available to equity 0.75 0.90 
Shares issued 1.0m 1.325m 
EPS 75¢ 68 


2. The following factors should be taken into account: 


stability of sales and profits; 

stability of cash flows: 

interest cover and gearing levels; 

equity investors’ attitude towards risk; 

dilution of control by new share issue; 

security available to offer lenders: 

effect on earnings per share and future cash flows. 


SELF-ASSESSMENT QUESTION 13.2 


(a) The liquidity position may be assessed by using the liquidity ratios discussed in chapter 6. 


Current ratio Current assets 


Current liabilities (Creditors due within one year) 


$7.5M _ 44 
$5.4m 





Acid-test ratio 


Current assets (less inventory) 
Current liabilities 


$3.7mM _ 
= 0.7 
$5.4m 
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The ratios calculated above reveal a fairly weak liquidity position. The current ratio seems quite low and the 
acid-test ratio seems very low. This latter ratio suggests that the company does not have sufficient liquid assets 
to meet its maturing obligations. It would, however, be useful to have details of the liquidity ratios of similar 
companies in the same industry in order to make a more informed judgement. The bank overdraft represents 67 
per cent of the short-term liabilities and 40 per cent of the total liabilities of the company. The continuing 
support of the bank is therefore important to the ability of the company to meet its commitments. 


(b) The finance required to reduce trade creditors to an average of 40 days outstanding is calculated as follows: 


$ million 
Trade creditors at balance sheet date 1.80 
Trade creditors outstanding based on 40 days credit 
40/365 x $8.4 (i.e. credit purchases) 0.92 
Finance required 0.88 


(c) The bank may not wish to provide further finance to the company. The increase in overdraft will reduce the 
level of trade creditors but will increase the exposure of the bank. The additional finance invested by the bank 
will not generate further funds and will not therefore be self-liquidating. The question does not make it clear 
whether the company has sufficient security to offer the bank for the increase in overdraft facility. The profits of 
the company will be reduced and the interest cover ratio, based on the profits generated to the year ended 31 
May 19x9 would reduce to 1.5 times if the additional overdraft was granted (based on interest charged at 12 per 
cent per annum). This is very low and means that a relatively small decline in profits would result in interest 
charges not being covered. 


(d) A number of possible sources of finance might be considered. Four possible sources are as follows: 


Issue of equity shares. This option may be unattractive to investors. The return on equity is fairly low at 7.9 per cent 
and there is no evidence that the profitability of the business will improve. If profits remain at their current 
level the effect of issuing more equity will be to further reduce the returns to equity. 


Issue of loans. This option may also prove unattractive to investors. The effect of issuing further loans will have a 
similar effect to that of increasing the overdraft. The profits of the business will be reduced and the interest 
cover ratio will decrease to a low level. The gearing ratio of the company is already quite high at 48 per cent and 
it is not clear what security would be available for the loan. 


Chase debtors. It may be possible to improve cash flows by reducing the level of credit outstanding from debtors. 
At present the average settlement period is 93 days which seems quite high. A reduction in the average 
settlement period by approximately 1/3 would generate the funds required. However, it is not clear what effect 
this would have on sales. 


Reduce inventory. This appears to be the most attractive of the four options discussed. At present the average 
stockholding period is 178 days which seems to be very high. A reduction in this stockholding period by less 
than 1/3 would generate the funds required. However, if the company holds a large amount of slow-moving and 
obsolete inventory it may be difficult to reduce inventory levels easily. 
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APPENDIX SELF-ASSESSMENT QUESTION 1 


The first step is to insert the opening balance sheet figures onto the working balance sheet as shown below. 


Balance sheet 


$ $ $ $ 
+ Net + Net 
Current assets Current liabilities 
Cash 27,200 Creditors 20,000 
Accrued expenses 1,900 
Debtors 25,000 
Prepaid expenses 100 
Inventory 25,000 
Non-current assets Non-current liabilities 
Fixtures 8,000 Loan 40,000 
Premises 45,000 
Vehicle 14,000 Capital 
Opening balance 82,400 
Injections 
Net profit 


Less Drawings 


Each of the transactions is then recorded twice as set out below: 


Lk. 


—" 


[2, 
13. 


2 SP SS ae ei 


Increase inventory $240,000, reduce cash by $120,000, increase creditors by $120,000 (you might have 
increased inventory by $120,000, twice — thus technically providing duality). 

Reduce cash, reduce creditors, both by $125,000. 

Increase revenues — sales — by $340,000, increase debtors by $120,000, increase cash by $220,000. 

Increase cash, reduce debtors, both by $110,000. 

Increase expenses — bad debts — by $3,000, reduce debtors by $3,000. 

Reduce inventory, increase expenses — cost of sales — both by $240,000. 

Reduce cash, increase expenses — loan interest — both by $2,800. 

Reduce cash, increase expenses — wages — both by $48,000. 

Reduce cash, increase expenses — other expenses — both by $16,000. 

Reduce fixtures by $2,000, increase expenses — depreciation — by $2,000. 

Reduce premises by $5,000, increase expenses — depreciation — by $5,000. 

Reduce vehicles by $3,000, increase expenses — depreciation — by $3,000. 

Increase accrued expense as a current liability, increase expense — wages — both by $2,000. 

Reduce expense — other expenses — $300, increase a current asset — prepaid insurance. 

Increase accrued expense — other expenses, increase accrued expenses as a current liability, both by $1,000. 
Reduce cash, reduce capital — a drawing, both by $18,000. 

Reduce cash, reduce capital, a drawing, both by $10,000. 


Additional adjustments are also needed to adjust the opening prepayments and accruals, which appear on the 
balance sheet. It is likely that the opening prepayment of $100 will relate to 19x9. (It must relate to 19x9 or later, 
and few expenses will be paid more than a year in advance.) This means that at the end of 19x9 the asset — 
prepayment — will be used up and will have become an expense. This will be recorded by reducing the 
prepayment and increasing the relevant expense — other expenses. The opening accruals will probably have 
been included in the cash payments made in the course of the year. For example, the $1,000 wages owed will 
almost certainly have been paid early on in 19x9, as part of the $48,000 wages paid. If this is the case then the 
$48,000 which was put in as an expense is incorrect and needs to be adjusted. The adjustment is achieved by 
eliminating the opening accrual and reducing the expense by the same amount, $1,000. The same would be 
true of the $900 of rates owed at the end of 19x8. 
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The working statements are shown below. 


$ 
“l- 
Current assets 
Cash 27,200 
220,000(3) 
110,000(4) 
Debtors 25,000 
120,000(3) 
Prepaid expenses 100 
300(11) 
Inventory 25,000 
240,000(1) 
Non-current assets 
Fixtures 8,000 
Premises 45,000 
Vehicle 14,000 
$ 
+ 
Expenses 
Cost of sales 240,000(6) 
Bad debts 3,000(5) 
Loan interest 2,800(7) 
Wages 48,000(8) 
2,000(11) 
Other expenses __ 16,000(9) 
1,000(1) 
100(adj) 
Depreciation 
Fixtures 2,000(10) 
Premises ~5,000(10) 
Vehicle 3,000(10) 
Net profit 





Balance sheet 


$ $ 
- Net 
120,000(1) 17,400 
125,000(2) 
2,800(7) 
48,000(8) 
16,000(9) 
18,000(12) 
10,000(13) 
110,000(4) 32,000 
3,000(5) 
100(adj) 300 
240,000(6) 25,000 
2,000(10) 6,000 
5,000(10) 40,000 
3,000(10) 11,000 
131,700 





Profit and loss account for 19x8 


$ $ 
- Net 


240,000 


3,000 
2,800 
1,000(adj) 49,000 


300(11) 
900(adj) 


15,900 








$ $ 
4 — 
Current liabilities 
Creditors 20,000 125,000(2) 
120,000 
Accrued expenses'~ 1,900 1000(adj) 
2,000(11) 900(ad}) 
1,000(11) 
Non-current liabilities 
Loan 40,000 
Capital 
Opening balance 82,400 
Injections - 
Net profit 19,300 
Less Drawings 18,000(12) 
10,000(13) 
$ $ 
4 —_ 
Revenues 
Sales — cash 220,000(3) 
Sales — credit 120,000(3) 


SOLUTIONS 


$ 
Net 


15,000 


3,000 


40,000 


73,700 





131,700 








$ 
Net 


340,000 





340,000 
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The above working can then be converted into a set of final accounts using a more appropriate format such as 
is given below: 


Balance sheet as at 31 December 19x9 
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$ $ 
Current assets 
Cash 17,400 
Debtors 32,000 
Prepayments 300 
Inventory 25,000 
74,700 
Non-current assets 
Vehicles 11,000 
Fixtures 6,000 
Premises 40,000 57,000 
131,700 
Current liabilities 
Creditors 15,000 
Accruals 3,000 
18,000 
Non-current liabilities 
Loan 40,000 
Equity 
Opening capital 82,400 
Net profit 19,300 
101,700 
Less Drawings 28,000 
73,700 
131,700 
Profit and loss for the year ended 31 December 19x9 
$ $ 
Sales 340,000 
Less Cost of sales 240,000 
Gross profit 100,000 
Less 
Bad debts 3,000 
Loan interest 2,800 
Wages 49,000 
Other expenses 15,900 
Depreciation 
Vehicles 3,000 
Fixtures 2,000 
Premises 5,000 
80,700 
Net profit 19,300 
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APPENDIX SELF-ASSESSMENT QUESTION 2 


The figures from the balance sheet as at 1 January 19x8 should be reflected in the accounts, with the assets 


being shown as debit balances and claims as credit balances. 
The transactions will then be recorded as follows: 


Debit wages $40,000, credit cash $40,000. 


Debit drawings $15,000, credit cash $15,000. 
Debit vehicle $14,000, credit capital $14,000. 


=F Se eS Me ee ee 


Debit other expenses $15,000, credit cash $15,000. 


Debit inventory $200,000, credit cash $100,000, credit creditors $100,000. 
Debit creditors $105,000, credit cash $105,000. 

Debit cash $180,000, debit debtors $120,000, credit sales $300,000. 
Debit cash $110,000, credit debtors $110,000. 

Debit bad debts $5,000, credit debtors $5,000. 

Debit cost of sales $200,000, credit inventory $200,000. 

Debit loan interest $2,800, credit cash $2,800. 


The accounts are shown below. You should note that we are here recording summaries of the year so it is 


impossible to put in detailed dates. 


Asset accounts 





Debit side Credit side 
[Date [Detail _——~—~«(i Amount [Date [Detail ——~=~S~*dr’CAmount 
Jan 1 Balance b/d 10,000 
Debit side Credit side 
Date [Detail | Amount [Date | Detail _—~—~—~—~—~*(Y|_ Amount 
Jan 1 Balance b/d 50,000 
Debit side Credit side 
[Date | Detail =| Amount || Date | Detail =| Amount | 
Capital 14,000 
Debit side Credit side 
[Date | Detall ——~—~=S~S~*t; Amount [Date | Detal———=—SSSS—*dY:CAount 
Jan 1 Balance b/d 25,000 Cost of sales 200,000 
Creditors 100,000 || Dec 31 | Balance c/d 25,000 
Cash 100,000 
225,000 8,000 
Jan 7 Balance b/d 25,000 
Debit side Credit side 
[Date | Detail =| Amount || Date | Detail =| Amount | 
Jan 1 Balance b/d 20,000 Cash 110,000 
Sales 120,000 Bad debts 5,000 
Dec 31 | Balance c/d 25,000 
140,000 140,000 
Dec 31 | Balance b/d 25,000 
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Debit side Cash Credit side 


[Date | Detail | Amount | Date | Detail =| Amount | 





























Jan 1 Balance b/d 15,000 Inventory 100,000 
Sales 180,000 Creditors 105,000 
Debtors 110,000 Loan interest 2,800 
Wages 40,000 
Other expenses 15,000 
Drawings 15,000 
Jan7 Balance c/d 27,200 
305,000 305,000 

Dec 31 | Balance b/d 42,200 

Liability accounts 

Debit side Creditors Credit side 
Jan6 | Cash 105,000 || Jan1 | Balance b/d 25,000 
Jan 7 Balance c/d 20,000 Inventory 100,000 
125,000 125,000 
Jan 7 Balance b/d 20,000 
Debit side Loan Credit side 





Equity accounts 


Debit side Capital Credit side 


[Date [Detail ———~—~—~—~—=«; Amount [Date [Detail ———~—~———~«dY' Amount 
Balance b/d 55,000 
Vehicle 14,000 
69,000 





Debit side Drawings Credit side 


[Date | Detail | Amount || Date | Detail =| Amount 





15,000 


Expenses accounts 


Debit side Cost of sales Credit side 
[Date [Detail —~—~—~—~—~S~=*d; “Amount [Date | Detal ——~=~=S~*~dtCA mount 








Inventory 200,000 





Debit side Bad debts Credit side 


[Date [Deiel ~—~—~——_+| Amount [Date [Detail —~——~(|- Amount 





Debtors 


Debit side Loan interest Credit side 


|Date | Detail | Amount || Date | Detail =| Amount | 
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Debit side Other expenses Credit side 


[Date [Detail ———~—~S~*~YCAmount [Date [Detail «| sAmount 


Cash 15,000 
Debit side Wages Credit side 
[Date [Detal —~~———~‘| Amount [Dato [Detail —————————~(| Amount” 
Cash 40,000 


Revenue accounts 


Debit side Sales Credit side 
[Date [Detail | Amount [Dato [Detail ——~—~—*(|: Amount | 
Cash 180,000 





Debtors 120,000 


300,000 


The trial balance will be as follows: 


Trial balance as at 31 December 19x8 





Debit Credit 
Assets 
Fixtures 10,000 
Premises 50,000 
Vehicles 14,000 
Inventory 25,000 
Debtors 25,000 
Cash 27,200 
Liabilities 
Creditors 20,000 
Loan 40,000 
Equity 
Capital 69,000 
Drawings 15,000 
Expenses 
Cost of sales 200,000 
Bad debts 5,000 
Loan interest 2,800 
Sundry expenses 15,000 
Wages 40,000 
Revenues 
Sales 300,000 
429,000 429,000 











All that now remains is to close off the accounts and incorporate the adjustments. The adjustments refer to: 


1. depreciation for the year — $2,000 for fixtures and $5,000 for premises; 
2. $1,000 wages unpaid, rates of $900 unpaid, and $100 of insurance prepaid. 
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The depreciation adjustments require debits to depreciation expense accounts and credits to the appropriate 
asset accounts as shown below: 








Debit side Fixtures Credit side 
|Date | Detail =| Amount || Date | Detail =| Amount 
Balance b/d Depreciation fixtures 
Balance c/d 
Balance b/d 
Debit side Premises Credit side 
[Date [Det ——————~«(| Amount [Date [Detal ———~———*«| Amount 
Balance b/d Depreciation — premises 5,000 
Balance c/d 45,000 
50,000 
Balance b/d 
Debit side Depreciation — fixtures Credit side 
‘Date [Detail ———~—~—~—~—=«; «Amount | Date | Detail «| Amount _ 
Fixtures 2,000 
Debit side Depreciation — premises Credit side 
‘Date [Detail «| Amount [Date | Detall =< Amount 
Cash 40,000 


The remaining adjustments are dealt with below, in conjunction with the profit and loss accounts, as part of the 


closing off process. All of the revenue and expense accounts are shown below. 


Expenses accounts 

















Debit side Cost of sales Credit side 
[Date [Detail ———~—~—~—~*(| Amount [Date [Detail ————~«(|_ Amount 

Inventory 200,000 || Dec 31 | Profit and loss 200,000 

Debit side Bad debts Credit side 
[Date [Det ——~—~—————~(| Amount [Date [Detail ——————~«| Amount _ 

Debtors 5,000 || Dec 31 | Profit and loss 5,000 

Debit side Loan interest Credit side 





Profit and loss 


With regard to the adjustments for rates and insurance, both of which are included in other expenses, the 
prepayment needs to be transferred to an asset account (prepaid insurance) while the accrual needs to be 
transferred to a liability account, as shown below. 


Debit side Other expenses Credit side 


Date [Deal ———~—~—~| Amount | Date [Detail —~—~—~S~*~d:C out 


Cash Prepaid insurance 


Accrued rates Profit and loss 
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Debit side Wages Credit side 


Detail 
Cash 
Balance c/d 


Balance b/d 





Debit side Depreciation — fixtures Credit side 


[Date | Detail | Amount || Date | Detail | Amount 


Fixtures Profit and loss 2,000 









Debit side Depreciation — premises Credit side 


Detail | Amount [|Date | Detail =| Amount _ 


Premises 5,000 || Dec 31 | Profit and loss 5,000 

















Revenue accounts 


Debit side Sales Credit side 


[Date | Detail | Amount || Date | Detail | Amount 


Profit and loss 300,000 Cash 180,000 


Debtors 120,000 
300,000 300,000 





Profit and loss account 


Debit side Profit and loss Credit side 
[Date | Detail —~—~—~—~—~—~—~*«d;SCAmount [Date [Detail ——=———~S—~*dCAmount | 
Dec 31 | Cost of sales 200,000 || Dec 31 | Sales 300,000 

Dec 31 | Bad debts 5,000 
Dec 31 | Loan interest 2,800 
Dec 31 | other expenses 15,800 
Dec 31 | Wages 41,000 
Dec 31 | Depreciation — fixtures 2,000 
Dec 31 Depreciation — premises 5,000 
Dec 31 | Capital - net profit 28,400 
300,000 300,000 





The remaining accounts are as shown below: 
Asset accounts 


Debit side Prepaid insurance Credit side 


Date [Detail —~——+| Amount [Date | Deti ——~—~——_~‘(| Amount 
100 


Dec 31 | Rates and insurance 


Debit side Fixtures Credit side 


/Date | Detail | Amount [Date | Detail =| Amount 


Balance b/d Depreciation fixtures 


Balance c/d 


Balance b/d 
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_Debit side Premises Credit side 


iS Cees Fe rs 


Balance b/d ) Depreciation — premises 


Balance c/d 


Balance b/d 





Debit side Vehicle Credit side 


























Capital 14,000 | 
Debit side Inventory Credit side 
[Date | Detail =—S——————S—SS—S*| Amount ||Date | Detail =| Amount 
Jan 1 Balance b/d 25,000 Cost of sales 200,000 
Creditors 100,000 ||Dec 31 | Balance c/d 25,000 
Cash 100,000 
225,000 8,000 
Jan7 Balance b/d 25,000 
_ Debit side Debtors Credit side 
[Date | Detail =| «Amount || Date | Detail =| Amount 
Jan 1 a lsnes b/d 20,000 Cash 110,000 
Sales 120,000 Bad debts 5,000 
Dec 31 | Balance c/d 25,000 
140,000 140,000 
Dec 31 | Balance b/d ~ 25,000 
Debit side Cash | Credit side 
[Date | Detail =| «“Amount || Date | Detail =| Amount” 
Jan 1 Balance b/d 15,000 Inventory 100,000 
Sales 180,000 Creditors 105,000 
Debtors 110,000 Loan interest 2,800 
Wages 40,000 
Other expenses 15,000 
Drawings 15,000 
Jan 7 Balance c/d 27,200 
305,000 305,000 
Dec 31 | Balance b/d 42,200 
Liability accounts 
Debit side Accrued rates Credit side 


|Date | Detail S| “Amount || Date | Detail =| Amount | 





Rates and insurance 900 


Debit side Creditors Credit side 


|Date | Detail | (Amount || Date | Detail =| Amount | 


Cash 105,000 || Jan 1 Balance b/d 25,000 


Balance c/d 20,001 Inventory 100,000 
125,000 
Balance b/d 20,000 
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Debit side 


Equity accounts 


Debit side 


Dec 31 | Drawings 
Dec 31 | Balance c/d 


Loan 


[Date [Detail | Amount | Date | Detail | Amount 





Credit side 








Jan 1 Balance b/d 40,000 
Capital Credit side 
[Date [Detail SSS «Amount [Date | Detall =| Amount 
15,000 || Jan 1 Balance b/d 55,000 
82,400 Vehicle 14,000 
69,000 
Dec 31 | Profit and loss 28,400 
97,400 97,400 
Jan 1 Balance b/d 82,400 
Drawings Credit side 


Debit side 





Amount 


Date Detail Amount 
[Date | Detat SSS Amount | 


15,000 |} Dec 31 | Capital 


The final accounts (i.e. profit and loss account and balance sheet) can be presented in whatever format is 
deemed most appropriate. The format used earlier on page 341 represents a common one, although the vertical 


format is more common. 
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Solutions 
to selected 


examination-style 


questions 


SOLUTIONS TO SELECTED EXAMINATION-STYLE 
QUESTIONS (CHAPTER 2) 


| 
2.1 
Profit and loss account for Day 1 


Sales (70 x $0.80) 
Cost of sales (70 x $0.50) 
Profit 

| 


Statement of cash flows for Day 1 


Opening balance 
Add Cash from sales 


Less Cash for purchases (80 x $0.50) 
cial ie balance 


| Balance sheet as at end of Day 1 
| 
Cash balance 


Stock of unsold goods (10 x $0.50) 
Helen’s business wealth 


Profit and loss account for Day 2 
ae (65 x $0.80) 
Cost of sales (65 x $0.50) 
Profit 


Statement of cash flows for Day 2 


Opening balance 
Add Cash from sales 


Less Cash for purchases (60 x $0.50) 
Closing balance 
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56.0 
52.0 
108.0 
30.0 
78.0 


bi 





Cash balance 


Stock of unsold goods (5 x $0.50) 


Helen’s business wealth 


Sales (20 x $0.80 + 45 x $0.40) 
Cost of sales (65 x $0.50) 
Profit 


Opening balance 
Add cash from sales 


Balance sheet as at end of Day 2 


Profit and loss account for Day 3 


Statement of cash flows for Day 3 


Less Cash for purchases (60 x $0.50) 


Closing balance 


Cash balance 
Stock of unsold goods 
Helen’s business wealth 


2.4 (a) 


Current assets 
Debtors 
Inventory 


Non-current assets 
Motor vehicles 
Machinery and tools 
Freehold premises 


Current liabilities 
Bank overdraft 
Creditors 


Non-current liabilities 
Loan from St George Bank 


Capital 


398 ACCOUNTING: AN INTRODUCTION 


Balance sheet as at end of Day 3 


Crafty Engineering 
Balance sheet as at 30 June 20x0 


$000 


185 


38 
207 
320 


116 
86 








$000 


338 


202 


260 


44 


(b) The balance sheet reveals a high level of investment in non-current assets. In percentage terms, we can say 
that more than 60 per cent of the total investment in assets has been in non-current assets. The nature of the 
business may require a heavy investment in non-current assets. The investment in current assets exceeds the 
current liabilities by a large amount (approximately 1.7 times). As a result, there are no obvious signs of a 
liquidity problem. However, the balance sheet reveals that the company has no cash balance and is therefore 
dependent on the continuing support of the bank (in the form of a bank overdraft) in order to meet obligations 
when they fall due. When considering the long-term financing of the business, we can see that about 37 per 
cent of the total long-term finance for the business has been supplied by loan capital and about 63 per cent by 
the owners. This level of borrowing seems quite high but not excessive. However, we would need to know more 
about the ability of the company to service the loan capital (i.e. to make interest payments and loan 
repayments) before a full assessment could be made. 


SOLUTIONS TO SELECTED EXAMINATION-STYLE 
QUESTIONS (CHAPTER 3) 


3.1 (a) Capital does increase as a result of the owners introducing more cash into the business, but it will also 
increase as a result of introducing other assets (e.g. a motor car) and by the business generating revenues by 
trading. Similarly, capital decreases, not only as a result of withdrawals of cash by owners, but by withdrawals of 
other assets (e.g. inventory for the owner's personal use) and through trading expenses being incurred. In 
practice, for the typical business in a typical accounting period, capital will alter much more as a result of 
trading activities than for any other reason. 


(b) An accrued expense is not one that relates to next year. It is one that needs to be matched with the 
revenues of the accounting period under review, but which has yet to be met in terms of cash payment. As such, 
it will appear on the balance sheet as a current liability. 


(c) The purpose of depreciation is not to provide for asset replacement. Rather, it is an attempt to allocate the 
cost of the asset (less any residual value) over its useful life. Depreciation is an attempt to provide a measure of 
the amount of the non-current asset which has been consumed during the period. This amount will then be 
charged as an expense for the period in order to derive the profit figure. Depreciation is a book entry (the outlay 
of cash occurs when the asset is purchased) and does not normally entail setting aside a separate amount of 
cash for asset replacement. Even if this were done, there would be no guarantee that sufficient funds were 
available at the end of the asset's life for its replacement. Factors such as inflation and technological change 
may mean that the replacement cost is higher than the original cost of the asset. 


(d) In the short term, it is possible for the current value of a non-current asset to exceed its original cost. 
However, nearly all non-current assets will wear out over time as a result of being used to generate wealth for 
the business. This will be the case for freehold buildings. As a result, some measure of depreciation should be 
calculated to take account of the fact that the asset is being consumed. Some businesses revalue their freehold 
buildings where the current value is significantly different than the original cost. Where this occurs, the 
depreciation charged should be based on the revalued amount. This will normally result in higher depreciation 
charges than if the asset remained at its historic cost. 


3.3. The upward movement in profit and downward movement in cash may be due to various reasons, which 
include the following: 


e The purchase of assets for cash during the period (e.g. motor cars and inventory) which were not all consumed 
during the period and, therefore, are not having an effect on expenses to the same extent as the effect on cash. 

e The payment of an outstanding liability (e.g. a loan) which will have an effect on cash but not on expenses 
in the profit and loss account. 

e The withdrawal of cash by the owners from the capital invested which will not have an effect on the 
expenses in the profit and loss account. 

e The generation of revenues on credit where the cash has yet to be received. This will increase the sales for 
the period but will not have a beneficial effect on the cash balance until a later period. 
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SOLUTIONS TO SELECTED EXAMINATION-STYLE 
QUESTIONS (CHAPTER 4) 


4.1 

(a) A reserve is part of the owners’ claim on a company. The other part is share capital. Reserves arise from 
gains or profits accruing to shareholders, to the extent that these have not been distributed to the 
shareholders or converted into share capital through a bonus issue. 

(bo) A rights issue is an issue of new shares to existing shareholders (often at a discount on the current market 
value). Existing shareholders are given the ‘right’ to buy new shares in proportion to the number of shares 
they already own. Thus in a one-for-five rights issue, a holder of 1,000 shares would be given the right to 
buy 200 new shares. 

(c) A dividend is the amount of reserves which is distributed to shareholders. Dividends are usually in the form 
of a cash payment, which effectively comes from retained profits. Bonus issues, which can come from other 
reserves, are another form of dividend. 

(d) A debenture is a particular form of loan typically associated with companies. Debentures typically are 
subdivided into small components (e.g. a SIm loan might be split into 100,000 $10 debentures) which are 
frequently traded in the financial markets, thus enhancing their liquidity. Debentures are typically long- 
term and are usually secured on specific assets or more generally on the assets overall. 

(e) A revaluation reserve represents the unrealised gain associated with the revaluation of an asset. If an asset 
is revalued from $100,000 to $200,000 the effect would be to increase the asset and to increase a 
revaluation reserve by $100,000. 


4.3 Limited companies can no more set a limit on the amount of debts they will meet than can people. They 
must meet their debts up to the limit of their assets, just as we must as individuals. In the context of owners’ 
claim, ‘reserves’ means part of the owners’ claim against the assets of the company. These assets may or may 
not include cash. The legal ability of the company to pay dividends is not related to the amount of the cash that 
it has. 

Preference shares do not carry a guaranteed dividend. They simply guarantee that the preference 
shareholders have a right to the first slice of any dividend that is paid. Shares of many companies can, in effect, 
be bought by one investor from another through the Stock Exchange. Such a transaction has no direct effect on 
the company, however. These are not new shares being offered by the company, but existing shares which are 
being sold second-hand. 

The auditors are not appointed by the directors, but normally by the shareholders, to whom they report. The 
responsibility for preparing the annual accounts falls on the directors, not the auditors. The auditors’ 
responsibility is to review those accounts and express an opinion on them, principally on whether they show a 
true and fair view of the company’s position and performance. 

The Corporations Law sets out the basic framework of company reporting; this is augmented and clarified by 
accounting standards. Company accounts are intended to show a true and fair view. 


SOLUTIONS TO SELECTED EXAMINATION-STYLE 
QUESTIONS (CHAPTER 5) 


5.1 

(a) An increase in the level of inventory would, ultimately, have an adverse effect on cash. 

(b) A rights issue of ordinary shares will give rise to a positive cash flow which will be included in the 

‘financing’ section of the cash flow statement. 

c) A bonus issue of ordinary shares has no cash flow effect. 

(d) Writing off some of the value of the inventory has no effect on cash flows. 

(e) A disposal for cash of a large number of shares by a major shareholder has no cash flow effect, as far as the 
company is concerned. 

(f) Depreciating an asset has no effect on cash. You should take care not to see depreciation as a source of 
cash. Adding depreciation back to profit is often seen as a quick way of calculating the cash flow from 
operations (subject to other adjustments), but this is simply a means of calculating the final net cash flow 
from operations. Increasing depreciation will clearly not affect cash one bit. 
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5.2 (a) 


Workings (in $000s) 

Cash received from customers 

Opening balance of debtors 60 

plus sales for the period 379 

gives the amount we might expect to receive for the year 439 

less closing balance of debtors 80 

equals the cash received from customers 359 

Cash paid to suppliers etc. 

Opening balance of creditors 100 

plus purchases of inventory for the period (see below) 250 

gives the amount of we might expect to pay for the year 350 

less closing balance of creditors 80 

equals the cash paid to creditors 270 

Non current assets 

Plant Cost DP Net 

Balance at the start of the year 50 30 20 

plus new acquisitions x = 20 20 

less depreciation for the year = 3 (5) 

equals closing balance 70 35 35 

Vehicles Cost DP Net 

Balance at the start of the year 25 12 13 

less any disposals =10 —6 4 
15 6 9 

plus new acquisitions x= 15 15 

less depreciation for the year - 4 (4) 

equals closing balance 30 10. 20 

Premises 


The increase of $10,000 represents acquisitions 


Statement of cash flows for the year 


| $ million $ million 
Cash flows from operating activities 

Receipts from customers 359 

Payments to suppliers and employees (270 + 44) (314) 

Interest paid (7) 

Income taxes (last year’s liability) (20) 

Net cash provided by operating activities _ 18 
Cash flows from investing activities 

Payments for non-current assets (20 + 15 + 10) (45) 

Proceeds from sale of non-current assets 7 

Net cash used in investing activities i” (38) 
Cash flows from financing activities 

Repayments of loans (30) 

New shares 20 

Dividends paid (last year’s proposed) (10) 

Net cash used in financing activities i (20) 
Net decrease in cash for the year 40 
Cas | at the beginning of the financial year 50 
Cash at the end of the financial year 10 
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The reconciliation between operating profit and operating cash flows is as follows: 


Operating profit after tax (102 — 25) 77 
Adjusted for: 
Depreciation (5 + 4-3) 6 
Increase in debtors (20) 
Increase in inventory (30) 
Reduction in creditors (20) 
Increase in tax liability 5 


18 


(ob) There is a positive cash flow from operating activities, but the reconciliation shows that it could be higher. 
Specifically, we would expect inventory, debtors and creditors to all be moving in the same direction. This raises 
questions as to why creditors were reduced. If the creditors had been maintained at the same level, cash flows 
would have been higher by $20,000. Also, given that sales increased from $350,000 to $379,000, an increase of 
less than 10 per cent, why did debtors increase by a third and inventory by close on 50 per cent. Serious 
questions about working capital management need to be asked. 

In the investing area a net $38,000 has been spent on new non-current assets. In addition, the financing 
section reveals that new shares were issued, partially replacing the loan repaid. 

The company has put itself under unnecessary pressure but certainly looks able to turn the cash flows 
around in the next year, dependent on the plans for further acquisitions of non-current assets. 


SOLUTIONS TO SELECTED EXAMINATION-STYLE 
QUESTIONS (CHAPTER 6) 


6.1 C. George (Western) Ltd 
The effect of each of these changes on ROA is not always easy to predict. 


(a) Usually we would expect an increase in the gross profit margin to lead to an increase in ROA. However, an 
increase in the gross profit margin may lead to a decrease in ROA in particular circumstances. If the 
increase in the margin resulted from an increase in price which, in turn, led to a decrease in sales, a fall in 
ROA can occur. A fall in sales can reduce the net profit (the numerator in ROA) if the overheads of the 
business did not decrease correspondingly. 

(b) A reduction in sales can reduce ROA for reasons mentioned above. 

(c) An increase in overhead expenses will reduce the net profit and this, in turn, will result in a reduction in 
ROA. 

(d) An increase in inventory held will increase the amount of assets employed by the business (the 
denominator in ROA). This will, in turn, reduce ROA. 

(e) Repayment of the loan at the year-end will reduce the assets employed and this will increase the ROA. 

(f) An increase in the time taken for debtors to pay will result in an increase in assets. This will reduce 
ROA. 


6.2 (a) This part of the question has been dealt with in the chapter. 

(b) The ratios reveal that the debtors turnover ratio for Business A is 63 days whereas for Business B the ratio 
is only 21 days. Business B is therefore much quicker in collecting amounts outstanding from customers. 
Nevertheless, there is not much difference between the two businesses in the time taken to pay trade creditors. 
Business A takes 50 days to pay its creditors whereas Business B takes 45 days. It is interesting to compare the 
difference in the debtor and creditor collection periods for each business. As Business A allows an average of 
63 days credit to its customers, yet pays creditors within 50 days it will require greater investment in working 
capital than Business B which only allows an average of 21 days to its debtors but takes 45 days to pay its 
creditors. 

Business A has a much higher gross profit percentage than Business B. However, the net profit percentage 
for the two businesses is identical. This suggests that Business A has much higher overheads than Business B. 
The inventory turnover period for Business A is more than twice that of Business B. This may be due to the fact 
that Business A maintains a wider range of inventory in order to meet customer requirements. The evidence 
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suggests that Business A is the business that prides itself on personal service. The higher average settlement 
period is consistent with a more relaxed attitude to credit collection (thereby maintaining customer goodwill) 
and the high overheads are consistent with the incurring of additional costs in order to satisfy customer 
requirements. The high inventory levels of Business B are consistent with maintaining a wide range of stock in 
order to satisfy a range of customer needs. 

Business B has the characteristics of a more price-competitive business. The gross profit percentage is much 
lower than Business A indicating a much lower gross profit per $1 of sales. However, overheads are kept low in 
order to ensure the net profit percentage is the same as Business A. The low inventory turnover period and 
average collection period for debtors are consistent with a business which wishes to reduce investment in 
current assets to a minimum, thereby reducing costs. 
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QUESTIONS (CHAPTER 7) 

7.1 (a) and (b) 

Deduce the total contribution per product and deduce the contribution per dollar of labour and hence the 
relative profitability of the three products, given a shortage of labour. 




















Product Alpha Beta Gamma 
$ $ $ 
Variable costs: 
Materials 6,000 4,000 5,000 
Labour 9,000 6,000 12,000 
Expenses 3,000 2,000 2,000 
Total variable cost 18,000 12,000 19,000 
Sales 39,000 29,000 33,000 
Contribution 21,000 17,000 14,000 
Contribution per $ of labour 2.333 2.833 1.167 
Order of profitability 2 1 3 


Since 50 per cent of each budget (and, therefore, $13,500 of labour) is committed, only $6,500 of labour is left 
uncommitted (i.e. $20,000 — 13,500). 


The $6,500 should be deployed as: 




















Beta $3,000 
Alpha 3,500 
$6,500 
Total labour committed to each product and resultant profit are as follows: 
Product Alpha Beta Gamma Total 
$ $ $ $ 
Labour 
50% of budget 4,500 3,000 6,000 
Allocated above 3,500 3,000 
Total 8,000 6,000 6,000 20,000 
Contribution per $ of labour 2.330 2.833 1.167 
Contribution per product 18,664 16,998 7,002 42,664 
Less Fixed costs 33,000 
Maximum profit (subject to minor rounding errors) $9,664 


This answer assumes that all costs are variable, except where it is indicated to the contrary. Also that the 
budgeted sales figures are the maximum sales that can be achieved. 
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(c) Other factors that might be considered include the following. 


e Could all of the surplus labour be used to produce Betas (the most efficient user of labour), i.e. could the 
business sell more than $29,000 of this product? It might be worth reducing the price of this product, 
though still keeping the contribution per labour dollar above $2.33, in order to expand sales. 

e Could the commitment to 50 per cent of budget on each product be dropped in favour of producing the 
maximum of the higher yielding products? 

e Could another source of labour be found? 

e Could the labour-intensive part of the work be subcontracted? 


7.4 (a) 
Total time required on cutting machines = (2,500 x 1.0) + (3,400 x 1.0) + (5,100 x 0.5) = 8,450 hours. 


Total time available on cutting machines = 5,000 hours, i.e. a limiting factor. 


Total time required on assembling machines = (2,500 x 0.5) + (3,400 x 1.0) + (5,100 x 0.5) = 7,200 hours. 


Total time available on assembling machines = 8,000 hours, i.e. not a limiting factor. 


Product A B C 
(per unit) (per unit) (per unit) 

$ $ $ 

Selling price 25 30 18 

Direct materials (12) (13) (10) 

Variable production costs (7) (4) (3) 

Contribution 6 13 5 

Time on cutting machines (hours) LO 1.0 05 

Contribution per hour on cutting machines $6 $13 $10 

Order of priority 3 1 2 
Therefore produce: 3,400 Products B using 3,400 hours 
3,200 Products C using 1,600 hours 





5,000 hours 


(b) Assuming that the company would make no savings in variable production costs by subcontracting, it 
would be worth paying up to the contribution per unit ($5) for the Products C, i.e. $5 x (5,100 — 3,200) = $9,500 
in total. 


Similarly it would be worth paying up to S6 per unit for the Products A or $6 x 2,500 = $15,000 in total. 


SOLUTIONS TO SELECTED EXAMINATION-STYLE 


‘QUESTIONS (CHAPTER 8) 


8.1 All three of these costing techniques are means of deducing the full cost of some activity. The distinction 
between them lies essentially with the difference in the style of the production of the goods or services 
involved. 


e Job costing is used where each unit of output or ‘job’ differs from others produced by the same business. 
Because the jobs are not identical, it is not normally acceptable to those who are likely to use the cost 
information to treat the jobs as if they are identical. This means that costs need to be identified, job by job. 
For this purpose, costs fall into two categories: direct costs and indirect costs (or overheads). 

Direct costs are those that can be measured directly in respect of the specific job, such as the amount of 
labour which was directly applied to the job, or the amount of the material that has been incorporated into 
it. To this must be added a share of the indirect costs. This is usually done by taking the total overheads for 
the period concerned and charging part of them to the job. This, in turn, is usually done according to some 
measure of the job’s size and importance, relative to the other jobs done during the period. The number of 
direct labour hours worked on the job is a commonly used measure of size and/or importance. 
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The main problem with job costing tends to be the method of charging indirect costs to jobs. Indirect 

costs, by definition, cannot be related directly to jobs and must, if full costs are to be deduced, be charged 
on a basis which is more or less arbitrary. If indirect costs accounted for a small proportion of the total, the 
arbitrariness of charging them would probably not matter. Indirect costs, in many cases, however, form the 
majority of total costs, so arbitrariness is a problem. 
Process costing is the approach taken where all output is of identical units. These can be treated, therefore, as 
having identical cost. Sometimes a process costing approach is taken even where the units of output are 
not strictly identical. This is because process costing is much simpler and cheaper to apply than the other 
option, job costing. Provided that users of the cost information are satisfied that treating units as identical 
when they are not strictly so is acceptable, the additional cost and effort of job costing is not justified. 

In process costing, the cost per unit is found by dividing total costs for the period by the total number of 
units produced in the period. 

The main problem with process costing tends to be that at the end of any period/beginning of the next 

period, there will probably be partly completed units of output. An adjustment needs to be made for this 
work in progress if the resulting cost per unit figures are not to be distorted. 
Batch costing is really an extension of job costing. Batch costing tends to be used where production is in 
batches. A batch consists of more than one, perhaps many, identical units of output. The units of output 
differ from one batch to the next. For example, a clothing manufacturing business may produce 500 
identical jackets in one batch. This is followed by a batch of 300 identical skirts. 

Each batch is costed, as one job, using a job costing approach. The full cost of each garment is then 
found by dividing the cost of the batch by the number of garments in the batch. 

The main problem of batch costing is exactly that of job costing, of which it is an extension. This is the 
problem of dealing with overheads. | 


8.4 Offending phrase 


‘Necessary to divide the business up 
into departments’ 


‘Fixed costs (or overheads)’ 


‘Usually this is done on the basis of area’ 


‘When the total fixed costs for each department 
have been identified, this will be divided by the 
number of hours that were worked’ 


‘It is essential that this approach is 
taken in order to deduce a selling price’ 


Explanation 


This can be done, but it will not always be to much 
benefit to do so. Only in quite restricted circumstances 
will it give significantly different job costs. 


This implies that fixed costs and overheads are the same 
thing. They are not really connected with one another. 
‘Fixed’ is to do with how costs behave as the level of 
output changes; ‘overheads’ is to do with the extent to 
which costs can be directly measured in respect of a 
particular unit of output. Though it is true that many 
overheads are fixed, not all are. Also, direct labour is 
usually a fixed cost. 

All of the other references to fixed and variable costs are 
wrong. The person should have referred to indirect and 
direct costs. 


Where overheads are apportioned to departments, they 
will be apportioned on some logical basis. For certain 
costs, e.g. rent, floor areas may be the most logical. For 
others, e.g. machine maintenance costs, floor area would 
be totally inappropriate. 


Where overheads are dealt with on a departmental basis, 
they may be divided by the number of direct labour hours 
to deduce a recovery rate. However, this is only one basis 
of applying overheads to jobs. For example, machine 
hours or some other basis may be more appropriate to the 
particular circumstances involved. 


In practice, it is relatively unusual for the ‘job cost’ to be 
able to dictate the price at which the manufacturer can 
price its output. Job costing may have its uses, but setting 
prices is usually not one of them. 
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SOLUTIONS TO SELECTED EXAMINATION-STYLE 
QUESTIONS (CHAPTER 9) 


9.1 (a) Cash forecast (budget) for the six months to 30 June 19x9 
Jan. Feb. Mar. Apr. May June 
$000s $000s $000s $000s $000s $000s 
Receipts 
Cash from debtors 100 100 140 180 220 260 
Payments 
To creditors V2 144 176 208 240 272 
Operating expenses 4 6 8 10 10 10 
Shelving 12 
Taxation = —— 25 — eo ens 
76 8=6 50209 30280282 
Net cash flow (16) (50) (69) (50) (30) (22) 
Opening balance (68) (84) (134) (203) (253) (283) 
Closing balance (84) (134) (203) (253) (283) (305) 
(b) (i) _, _ (272 inventory + (300 + 340) debtors) _912_4¢ 
SUSE = (305 overdraft + 272 creditors) 577 


(ii) (300 + 340) _ 640 _ 1.1 


Acid test ratio = (305 +272) 577 


(c) A banker may require various pieces of information before granting additional overdraft facilities. These 
may include: 

security available for the loan. 

details of past profit performance; 

profit projections for the next twelve months; 

cash projections beyond the next six months to help assess the prospects of repayment; 
details of the assumptions underlying the projected figures supplied; 

details of the contractual commitment between Prolog Ltd and its supplier; 

details of management expertise (i.e. can they manage the expansion program?); 

details of the new machine and its performance relative to competing models: 

details of funds available from owners to finance the expansion. 
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QUESTIONS (CHAPTER 10) 


10.3 
Antonio Ltd 
Budget 

Original Flexed Actual 
Output (units) 1,000 1,100 1,100 
(production and sales) 

$ $ $ 

Sales 25,000 27,500 28,200 
Labour (5,000) (5,500) 550 hours (5550) (537.5 hrs) 
Raw materials (10,000) (11,000) (1,100kg) (11,630) (1,170 kg) 
Fixed overheads (3,000) (3,000) (3,200) 
Operating profit $7,000 $8,000 $7,820 
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Sales variances 





Volume ($7,000 — $8,000) = $1,000 F 
Price ($27,500 — $28,200) = $700 F 
Direct labour variances 

Efficiency (550 — 537.5) x $10 = $125 F 
Rate (537.5 x 10) — 5,550 =$175A 
Direct materials variances 

Usage (70 x 10) =$700A 
Price (1,170 x 10) — 11,630 = $70F 
Fixed overhead expenditure 

($3,200 — $3,000) = $200A 
Total variances $820 F 
Budgeted profit $7,000 
Actual profit $7,820 





10.4 (a) Finished goods inventory budget for the three months ending 30 September (in units of production). 

















July August September 
000 units 000 units 000 units 
Opening balance (note 1) 40 48 40 
Production (note 2) 188 232 196 
228 280 236 
Less sales (note 3) 180 240 200 
Closing balance 48 40 36 
(b) Raw materials inventory budget for the two months ending 31 August (in kg). 
July August 
000 kg 000 kg 
Opening balance (note 1) 40 58 
Purchases (note 2) Wz 107 
152 165 
Less production (note 4) 94 116 
Closing balance 58 49 
(c) Cash budget for the two months ending 30 September. 
August September 
$ $ 
Inflows 
Debtors: current month (note 5) 493,920 411,600 
preceding month (note 6) 151,200 201,600 
Total inflows 645,120 613,200 
Outflows 
Payments to creditors (note 7) 168,000 160,500 
Labour and overheads (note 8) 185,600 156,800 
Fixed overheads 22,000 22,000 
Total outflows 375,600 339,300 
Net inflows 269,520 273,900 
Balance c/fwd 289,520 563,420 
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Notes 

1. The opening balance is the same as the closing balance from the previous month. 

2. This is a balancing figure. 

3. This figure is given in the question. 

4. This figure comes from the production figure in the finished goods stock budget, multiplied by 0.5kg per 

unit. 

This is 98 per cent of 70 per cent of the previous month’s sales. 

This is 28 per cent of the previous month’s sales budget. 

7. This figure is calculated by taking the figure for purchases from the raw materials budget (which is in kgs) 
multiplied by the cost of $1.50 per kg. 

8. This is calculated by multiplying production in units from the finished goods inventory budget, by the 
variable costs per unit ($0.50 + 0.30). 


oa 


SOLUTIONS TO SELECTED EXAMINATION-STYLE 
QUESTIONS (CHAPTER 11) 


11.1 Mylo Ltd 
(a) Analysis of the projects: 
In the analysis that follows the figures of net profit plus depreciation should be seen as a way of arriving at the 
cash flows from operating activities. 
Annual depreciation can be calculated as: 
Depreciation = (Cost less residual value)/life. 


Thus: Project 1 ($100,000 — 7,000)/3 = $31,000 
Project 2 ($60,000 — 6,000)/3 = $18,000 


Project 1 Year 0 Year 17 Year 2 Year 3 
$000 $000 $000 $000 
Net profit (loss) 29 (1) 2 
Depreciation at 31 31 
Capital cost (100) 
Residual value a = = wi 
Net cash flows (100) 60 30 40 
Discount factor @ 10% 1.000 0.909 0.826 0.751 
Present value (100.00) 54.54 24.78 30.04 
Net present value 9.36 


Clearly the IRR lies above 10 per cent, try 15 per cent: 


Discount factor @ 15% 1.000 0.870 0.756 0.658 
Present value (100.00) 52.20 22.68 26.32 
Net present value 1.20 


Thus the IRR lies a little above 15 per cent, around 16 per cent. More formally the IRR can be calculated as: 


(1.20) 


ie} a eS 
19% + 936 - 1.2) 


x5 = 15.7% 


Cumulative cash flows (100) (40) (10) 30 


Thus the payback will occur after about two years, three months (assuming that the cash flows accrue equally 
over the year). 


ACCOUNTING: AN INTRODUCTION 


Project 2 Year 0 Year 17 Year 2 Year 3 


$000 $000 $000 $000 
Net profit (loss) 18 (2) 4 
Depreciation 18 18 18 
Capital cost (60) 
Residual value : = 6 
Net cash flows (60) 36 16 28 
Discount factor @ 10% 1.000 0.909 0.826 0.751 
Present value (60.00) 32.72 13.22 21.03 
Net present value 6.97 


Clearly the IRR lies above 10 per cent, try 15 per cent: 


15% discount factor 1.000 0.870 0.756 0.658 
Present value (60.00) 31.32 12.10 18.42 
Net present value 1.84 


Thus the IRR lies a little above 15 per cent, around 17 per cent. (15 + 5 (1.84/(6.97 —1.84)) = 16.7 per cent. 
Cumulative cash flows (60) (24) (8) 20 


Thus the payback will occur after about two years, three months (assuming that the cash flows accrue equally 
over the year). 


(b) Presuming that Mylo Ltd is pursuing a wealth maximisation objective, Project 1 is preferable since it has 
the higher NPV. The difference between the two NPVs is not significant, however. The decision may therefore be 
susceptible to forecast error. 


(c) NPV is the preferred method of assessing investment opportunities because it fully addresses each of the 
following: 


e The timing of the cash flows. By discounting the various cash flows associated with each project according to 
when it is expected to arise, the fact that cash flows do not all occur simultaneously is accommodated. 
Associated with this is the fact that by discounting, using the opportunity cost of finance (i.e. the return 
that the next best alternative opportunity would generate), the net benefit after financing costs have been 
met is identified (as the NPV). 

e The whole of the relevant cash flows. NPV includes all of the relevant cash flows irrespective of when they are 
expected to occur. It treats them differently according to their date of occurrence, but they are all taken 
account of in the NPV and they all have, or can have, an influence on the decision. 

e The objectives of the business. NPV is the only method of appraisal where the output of the analysis has a direct 
bearing on the wealth of the business. (Positive NPVs enhance wealth, negative ones reduce it). Since most 
private sector businesses seek to increase their value and wealth, NPV clearly is the best approach to use, 
at least out of the methods we have considered so far. 


11.5 Newton Electronics Ltd 

(a) Option | 
19x8 19x9 20x0 20x1 20x2 20x3 
$m $m $m $m $m $m 


Plant and equipment (9.0) 1.0 
Sales 24.0 30.8 39.6 26.4 10.0 
Variable costs (11.2) (19.6) (25.2) (16.8) (7.0) 
Fixed costs (ex depr’n) (0.8) (0.8) (0.8) (0.8) (0.8) 
Working capital (3.0) 3.0 
Marketing costs (2.0) (2.0) (2.0) (2.0) (2.0) 
Opportunity costs (0.1) (0.1) (0.1) (0.1) (0.1) 

(12.0) 9.9 8.3 11.5 6.7 4.1 
Discount factor 1.0 0.91 0.83 0.75 0.68 0.62 
Present value (12.0) 9.0 6.9 8.6 4.6 2.5 
NPV 19.6 


SOLUTIONS TO SELECTED EXAMINATION-STYLE QUESTIONS AQQ 


Option 2 


19x8 19x9 20x0 20x1 20x2 20x3 
$m $m $m $m $m $m 
Royalties _ 4.4 Pa; 9.9 6.6 2.8 
Discount factor 1.0 0.91 0.83 0.75 0.68 0.62 
Present value _ 4.0 6.4 7.4 4.5 1.7 
NPV 24.0 
Option 3 
19x8 19x9 
Instalments 1Z.0 12.0 
Discount 1.0 0.83 
Present value 12.0 10.0 
NPV 22.0 


(b) Before making a final decision the following factors should be considered: 

e The long-term competitiveness of the business may be affected by the sale of the patents. 

e At present, the company is not involved in manufacturing and marketing products. Is this change in 
direction desirable? 

e The company will probably have to buy in the skills necessary to produce the product itself. This will 
involve costs and problems will be incurred. Has this been taken into account? 

e How accurate are the forecasts made and how valid are the assumptions on which they are based? 


(c) Option 2 has the highest NPV and is therefore the most attractive to shareholders. However, the accuracy of 
the forecasts should be checked before a final decision is made. 
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QUESTIONS (CHAPTER 12) 

12.1 (a) The liquidity ratios of the company seem low. The current ratio is only 1.1 and its acid test ratio is 0.6. 
This latter ratio suggests the company has insufficient liquid assets to pay its short-term obligations. A cash 
flow projection for the next period would provide a better insight into the liquidity position of the business. The 


bank overdraft seems high and it would be useful to know if the bank is pressing for a reduction and what 
overdraft limit has been established for the company. 


(ob) This term is described in the chapter. 


(c) The operating cash cycle may be calculated as follows: 


No. of days 
Average stockholding period 
[(Opening inventory + closing inventory) /2] 360 = [(125 + 143) /2] x. 360 149 
Cost of sales 323 
Average settlement period for debtors 
Trade debtors x 365 163 

Credit sales ~ 452 ~ ou i 
279 


Less 
Average settlement period for creditors 


Trade creditors x 365 145 
Credit purchases ~ 341 ~ 360 153 


Operating cash cycle 126 
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(d) The company can reduce the operating cash cycle in a number of ways. The average stockholding period 
seems quite long. At present average inventories held represent almost five months sales. This may be reduced 
by reducing the level of inventory held. Similarly, the average settlement period for debtors seems long at more 
than four months sales. This may be reduced by imposing tighter credit control, offering discounts, charging 
interest on overdue accounts etc. However, any policy decisions concerning inventory and debtors must take 
account of current trading conditions. 


The operating cash cycle could also be reduced by extending the period of credit taken to pay suppliers. 


However, for reasons mentioned in the chapter, this option must be given careful consideration. 


12.5 Mayo Computers Ltd 
New proposals from credit department 





$000 $000 
Current level of investment in debtors 
[$20m x (60/365)] 3,288 
Proposed level of investment in debtors 
[($20m x 60%)(30/365)] 986 
[($20m x 40%)(50/365)] 1,096 2,082 
Reduction in level of investment 1,206 





The reduction in overdraft interest as a result of the reduction in the level of investment will be: 


$1,206,000 x 14% = $169,000 


$000 $000 
Cost of cash discounts offered ($12m x 23%) 300 
Additional cost of credit administration 20 
320 

Bad debt savings 100 
Interest charge savings (see above) 169 289 
Net annual cost of policy 51 


These calculations show the company would incur additional annual costs in order to implement this 
proposal. It would, therefore, be cheaper to stay with the existing credit policy. 


SOLUTIONS TO SELECTED EXAMINATION-STYLE 
QUESTIONS (CHAPTER 13) 


13.1 (a) The main factors to take into account are: 


Risk. If a business borrows there is a risk that, at the maturity date of the loan, the business will not have 
the funds to repay the amount owing and will be unable to find a suitable form of replacement borrowing. 
With short-term loans, the maturity dates will arrive more quickly and the type of risk outlined will occur at 
more frequent intervals. 


Matching. A company may wish to match the life of an asset with the maturity date of the borrowing. In 
other words, long-term assets will be purchased with long-term loan funds. A certain level of current assets 
which form part of the long-term asset base of the business may also be funded by long-term borrowing. 
Those current assets that fluctuate due to seasonality etc. will be funded by short-term borrowing. This 
approach to funding assets will help reduce risks for the company. 


Cost. Interest rates for long-term loans may be higher than for short-term loans as investors may seek extra 
compensation for having their funds locked up for a long period. However, issue costs may be higher for 
short-term loans as there will be a need to refund at more frequent intervals. 


Flexibility. Short-term loans may be more flexible. It may be difficult to repay long-term loans before the 
maturity period. 
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(b) When deciding to grant a loan the following factors should be considered: 


security; 

purpose of the loan: 

the ability of the borrower to repay; 

the loan period; 

the availability of funds; 

the character and integrity of the senior managers. 


(c) Loan conditions may include: 


e the need to obtain permission before issuing further loans; 
e the need to maintain a certain level of liquidity during the loan period; 
e arestriction on the level of dividends and directors’ pay. 


13.2 (a) When deciding between long-term debt and equity finance, the following factors should be 
considered: 


e Cost. The cost of equity debt is higher over the longer term than the cost of loans. This is because equity is 
a riskier form of investment. Moreover, loan interest is tax deductible whereas dividend payments are not. 
However, when profits are poor, there is no obligation to pay equity shareholders whereas the obligation to 
pay lenders will continue. 


e Gearing. The company may wish to take on additional gearing in order to increase the returns to equity. 
This can be achieved providing the returns from the loans invested exceed the cost of servicing the loans. 


e Risk. Loan capital increases the level of risk to equity shareholders who will in turn require higher rates of 
return. If the level of gearing is high in relation to industry norms the credit standing of the business may 
be affected. Managers, although strictly concerned with the interests of shareholders, may feel their own 
positions are at risk if a high level of gearing is obtained. However, they may be more inclined to take on 
additional risk if their remuneration is linked to the potential benefits that may flow from higher gearing. 


(b) Convertible loan stock provides the investor with the right, but not the obligation, to convert the loan stock 
into ordinary shares at a specified future date and a specified price. The investor will only exercise this option if 
the market value of the shares is above the ‘exercise price’ at the specified date. The investor will change status 
from that of lender to that of owner when the option to convert is exercised. 

If the company is successful, the convertible loan stock will be self-liquidating, which can be convenient for 
the company. The company may also be able to negotiate lower rates of interest or fewer loan restrictions 
because of the potential gains on conversion. 

Convertible loan stock is often used in take-over deals. The target company shareholders may find this form 
of finance attractive if they are uncertain as to the future prospects of the combined business. The investors 
will be guaranteed a fixed rate of return and, if the combined business is successful, they will be able to 
participate in this success through the conversion process. However, convertible loan stock can be viewed as 
part loan and part equity finance and some investors may find it difficult to assess the value to be placed on 
such securities. 


(c) Debt factoring is a service provided by a financial institution whereby the sales ledger of a client company is 
managed, and credit evaluation and credit protection services may also be offered. The factor will also be 
prepared to advance funds to the client company of up to 85 per cent of approved sales outstanding. The 
advantage of factoring is that it can provide an efficient debt collection service and can release the time of 
managers for other things. This may be of particular value to small and medium size businesses. The company 
also receives an immediate injection of finance and there is greater certainty concerning cash receipts. The 
level of finance provided through factoring will increase in line with the increase in the level of activity of the 
business. 

In the past, factoring has been viewed as a form of last resort lending and so customers may interpret 
factoring as a sign of financial weakness. However, this image is now fast disappearing. Factoring is quite 
expensive — a service charge of up to 3 per cent of turnover is levied. Setting up the factoring agreement can be 
time consuming and so factoring agreements are not suitable for short-term borrowing requirements. 
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QUESTIONS (APPENDIX A) 


























2 James Golding 
Balance sheet as at 31 May 19x9 
+ ~ Nett + _ Nett 
Current assets Current liabilities 
Cash 71,400 360,000 122,800 Creditors 54,000 360,000 110,000 
200,000 5,000 416,000 
30,000 #£10,000 
290,000 + 15,000 Accruals — Admin 1,400 1,400 4,000 
70,000 4,000 
2,000 Accruals —Loanint 2,000 2,000 
6,600 
Creditors — vehicle 36,000 5,000 31,000 
Deferred revenues 4,000 4,000 
Debtors 40,000 290,000 £50,000 
300,000 
Prepayments 
Rates 2,000 2,000 2,400 Non-current liabilities 
2,400 Loan 40,000 40,000 
Rent receivable 2,000 2,000 
Inventory 90,000 5,000 100,000 Capital 300,000 300,000 
416,000 401,000 
Net profit 33,600 33,600 
Non-current assets 
Vehicles Less Drawings 36,000 (41,000) 
1 25,000 5,000 20,000 5,000 
2 15,000 £15,000 - 
3 36,000 9,600 38,400 
12,000 
Premises 150,000 150,000 
483,600 483,600 
Profit and loss account for the year ending 31 May 19x9 
Cost of sales 401,000 401,000 Sales 300,000 500,000 
Gross profit 99,000 200,000 
500,000 500,000 
Gross profit 99,000 
Vehicle expenses 10,000 10,000 Rent 30,000 2,000 24,000 
Administration 15,000 1,400 17,600 4,000 
4,000* 
Wages 34,000 34,000 
Loan interest 2,000 4,000 
2,000 
Rates 2,000 2,400 6,200 
6,600 
Depreciation 14,600 14,600 
Loss on trade-in of truck 2 
(12,000 — 15,000) 3,000 3,000 
89,400 
Net profit 33,600 
123,000 123,000 














* Covering the three months to 30 April plus an estimate for May 
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5 Trading and Profit and loss account for the year ending 30 June 19x9 


Sales 


Opening inventory 
Purchases 


Less Closing inventory 
Cost of sales 


Gross Profit 


Less Other expenses 
Rent, rates and insurance 
Motor expenses 

Office expenses 

Heating and lighting 
General expenses 
Salaries and wages 

Bad debts 

Depreciation — vehicles 


Depreciation — furniture and fittings 


Net profit 


Current Assets 
Inventory 
Debtors 
Prepayments 
Cash 


Non-current assets 
Furniture and fittings — cost 
Less Depreciation provision 


Motor vehicles — cost 
Less Depreciation provision 


Premises 


Current liabilities 
Creditors 
Accruals 


Capital 
Opening balance 
Net profit 


Less Drawings 
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$181,800 


$29,500 
105,000 
134,500 

26,300 





108,200 
73,600 


6,760 
4,280 
2,540 
1,840 
2,820 
24,600 
2,000 
4,375 
1,920 








Balance sheet as at 30 June 19x9 


26,300 
23,000 
200 
23,200 
_ 72,700 


12,800 
4,280 
8,520 
17,500 
9,675 
7,825 
65,000 
81,345 
154,045 











14,780 
2,000 





16,780 


120,000 
22,465 
142,465 
5,200 





137,265 
154,045 











(5,460 + 1,500 — 200) 


(3,780 + 500) 


(25,000 — 2,000) 


(2,360 + 1,920) 


(5,300 + 4,375) 


(1,500 + 500) 
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A 
ABC see activity based costing 
accounting I-11 
business objectives 8 
control 7 
costs and benefits 5 
decision making and planning 6-9 
financial accounting 10 
information system 4 
management accounting 10 
planning process 6—7 
service function 4 
accounting conventions 31-5 
business entity convention 31 
consistency 61 
current value 32 
dual aspect 33 
going concern (continuity) 32 
historic cost 32 
matching 49 
materiality 51 
money measurement 31 
objectivity (reliability) 35 
prudence (conservatism) 33 
realisation 48 
stable monetary unit 34 
accounting rate of return (AAR) 264-6 
accounting standards 86 
activity based costing 188-90 
cost drivers 189-90 
criticisms 190 
in service industries 190 
ARR see accounting rate of return 
assets, classification 25-6 
auditors 87-8 
relationship with shareholders and directors 88 
AVCO see weighted average cost 


B 
bad and doubtful debts 61-4 
balance sheet 18-37 
accounting conventions 31-4 
assets 25-6 
as snapshot 18 
claims 27 
classification of assets 25-6 


effect of trading operations 23-5 
formats 27-30 
interpretation 36-8 
valuation of assets 35-6 
batch costing 186 
bonus issue 77 
bonus shares 77 
budgets/budgeting 229-57 
see also variance 
behavioural aspects of budgets 256-7 
budget setting process 233-5 
cash budget 236-9 
comparison with actual performance 244-50 
definition 232 
effective control 254 
flexible budgets 243-4 
flexing 245-50 
interrelationships 232-3 
limitations to control 255 
long-term plans and corporate objectives 230 
preparation—other budgets 240-2 
rolling budget 231 
standard costs and quantities 251-2 
uses 235-6 
business entity convention 31 
business objectives 6, 8-10 
business organisation 2-10 


Cc 

calculation of depreciation 51-7 
cost of asset 51 
depreciation methods 53 
judgement 57 
replacement of fixed assets 56 
residual value (disposal value) 53 
useful life of asset 52 

capital 
see also shares; working capital 
basic division 73 
reserves 77 
share capital 74 

capital investment 262 

cash see also cash balance 
amounts 301-2 
classification 27 
management 300-5 


415 


416 


motives 300-1 
cash balance 302 
cash flows 94-116 
see also statement of cash flows 
importance 94 
cash inflows calculation 
indirect method 106 
cash transmission 306 
classification of expenses 46-7 
company accounting 
accounting standards 86 
role of Stock Exchange 80, 325 
common size statements 131-2 
company law 84 
computerised accounting systems 360 
convention of consistency 61 
convertible loans 315 
cost of sales 45-6 
cost-volume-profit analysis 156-65 
see also costs 
break-even analysis 159-62 
closing or continuance of sections 170 
contribution 162 
make or buy decisions 169 
margin of safety 163 
marginal analysis 165-72 
operating gearing 164 
profit-volume (PV) charts 162 
scarce resources 167-8 
special contracts 166—7 
costs 
see also full costing 
behaviour 156-9, 179 
fixed costs 156-7 
semi-fixed (semi-variable) costs 158-9 
variable costs 157-8 
covenants (lenders) 316 
credit 295-300 
credit agencies 296 
‘five Cs of credit’ 295 
references 296 
trade credit 306-7 
current assets 25, 35 
circulating nature 25 
current liabilities 27 
current value 31, 33, 35 


D 

debenture issue 80 

debentures 80 

debtors 294-300 
credit considerations 295-300 
credit period 296 
management 294-300 

depreciation 51-7 
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see also calculation of depreciation 

straight-line method 53 

reducing balance method 54 
direct costs 177 
direct labour efficiency variance see variance 
direct labour rate variance see variance 
direct materials price variance see variance 
direct materials usage variance see variance 
directors 

accounting statements 84 

duties 72, 84 

relationship with auditors and shareholders 87 

role in limited companies 72, 84 
discount tables 286 
discounts 

collection policies 298 
disposal value see residual value 53 
dividends 74-5 

availability 75 

dividends per share 142 

dividend payout ratio 143 

dividend yield ratio 143 
double entry book-keeping 343-55 
dual aspect convention 33 


E 

earnings per share (EPS) 144 

economic order quantity (EOQ) model 293 

efficiency ratios 132-5 
asset turnover ratio 134 
average settlement for creditors 133 
average settlement for debtors 133 
average stock (inventory) turnover period 132 
sales per employee 135 

EOQ see economic order quantity 

EPS see earnings per share 


F 
FIFO see first-in, first-out 
finance for business 
see long-term finance sources, 
and short-term finance sources 
financial accounts/accounting 10-1 
financial information 
main users 2-3 
financial leases 317-8 
financial performance 41-67 
financial position 13-38 
financial ratios 124-49 
see also efficiency ratios; gearing; investment; 
liquidity and profitability 
financial ratio analysis 124-49 
analysis 124-9 
classification 125 
for comparison 126 


relationship between profitability and 
efficiency 136 
financial statements 
analysis and interpretation 124-49 
balance sheet 14-6, 18-38 
financial accounts 17 
financial ratios 124 
financial structure 36-7 
profit and loss 14-7, 41-65 
relationship 17 
reporting intervals 23 
statement of cash flows 14-6, 94-116 
financial structure 36-7 
first-in, first-out (FIFO) 58 
first principles approach to accounting 338-42 
fixed overhead spending variance 
see variance 
full costing 176-92 
see also activity-based costing 
as a break-even price 187 
batch costing 186 
criticisms 192 
forward looking nature 187 
multi-product operations 177 
single-product/single-service operation 176-7 
use for pricing 190 
use for income statement 191 


G 
gearing 139-42, 318-21 
gearing ratio 140 
interest cover ratio 141 
going concern convention 32 
goodwill purchased 26 
gross profit 45 
gross profit margin 131 
growth 9 


H 
historic cost 32 
horizontal layout (balance sheet) 28 


I 
IASC see Internation! Accounting Standards Committee 
income statement see profit and loss account 
indirect costs 177 
inflation 271 
intangible assets 20 
internal finance sources 324-6 
delaying payment to creditors 326 
reducing inventory levels 326 
retained profits 324 
tighter credit control 325 
internal rate of return (IRR) 275-9 
linear interpolation 277 


relationship with NPV 276 
international accounting standards 86 
International Accounting Standards Committee 
(IASC) 86 
inventory see stock 
investment decisions 262-80 
see also accounting rate of return; earnings per 
share; internal rate of return; net present value; 
payback period 
appraisal methods 262-80 
dividends per share 142 
dividend payout ratio 143 
dividend yield ratio 143 
investment ratios 142-6 
nature 262 
operating cash flow per share 145 
practical points 279-80 
price earnings ratio 145 
IRR see internal rate of return 


J 
job costing 177-9 
just-in-time (JIT) inventory management 294 


L 
last-in, first-out (LIFO) 58 
ledgers—detailed method of recording 344-59 
leverage see gearing 
liabilities 20, 27 
current 20, 27 
non-current 20, 27 
LIFO see last-in, first-out 
limited companies 70-89 
capital (owners claim) 70, 73-81 
constitution 70 
management (directors) 72 
nature 70 
private 72 
public 72 
limited liability 70 
liquidity 
acid-test ratio 137 
current ratio 137 
loan covenants 316 
long-term finance sources 80-1, 312-21 
convertible loans 315 
debentures 80, 314 
financial leases 317 
loan covenants 316 
mortgages 316 
ordinary (equity) shares 74, 313 
preference shares 75, 313 
sale and leaseback 318 
warrants 316 
long-term liabilities see non-current liabilities 


A\7 
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long-term loans 314-5 
long-term plans 6-7 


M 
management accounting 10-1 
matching 49 
matching convention 49 
materiality convention 51 
materials requirements planning (MRP) systems 294 
maximisation 
of profit 9 
of ROA 9 
of sales revenue 9 
of wealth of business 9 
mix of assets 36 
money measurement 31 
mortgages 316 
MRP see materials requirements planning systems 
multi-product operations 
batch costing 186 
behaviour of costs 156-9, 179 
break-even price 187 
collection of costs 179-84 
departmental overheads 184-6 
direct costs 177 
indirect costs (overheads) 184 
job costing 177-9 
segmenting overheads 184 


N 
narrative layout see vertical layout (balance sheet) 
net current assets see working capital 
net present value (NPV) 269-75 
inflation 27] 
interest lost 27] 
relationship with IRR 276 
risk 270 
using discount tables 273 
net profit 44 
net profit margin 130 
non-current assets 25 
non-current liabilities 20, 27 
NPV see net present value 


O 
objectivity 35 
operating cash cycle 303-4 
operating cash flow per share 145 
ordinary (equity) shares 73 
overheads 184 
dealing with overheads on a departmental 
basis 184 
segmenting overheads 184 
owners claim see capital 
owners equity see capital 
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P 
payback period 266-9 
perpetual life 70 
planning process 6-7 
position statement see balance sheet 
PP see payback period 
preference shares 75, 313 
price-earnings ratio 145 
private limited companies 72 
profit and cash 51 
profit and loss account (income statement) 42-67 
classification of expenses 46-7 
cost of sales 45-6 
format 44-5 
interpretation 65-6 
relationship with balance sheet 43-4 
reporting period 47 
profit measurement 
bad and doubtful debts 61-3 
calculation of depreciation 51-6 
recognition of expenses 48-5] 
recognition of revenue 47-8 
valuation of inventory 57-61 
profitability 
see also return on assets; return on owners equity 
gross profit margin 131 
net profit margin 130 
projected financial statements 196-214 
alternative form of statement of cash flows 204 
balance sheet 202 
evaluation 205 
preparation 197 
role 196 
sensitivity analysis 209 
statement of cash flows 199 
using spreadsheets 210 
prudence 33 
public limited companies 72 


R 
ratios 
calculation 129-46 
limitations 149 
prediction models 148 
trend analysis 148 
realisation convention 48 
recognition of expenses 48-51 
matching convention 49 
materiality convention 5] 
prepayments 51 
profit and cash 51 
recognition of revenue 47-8 
realisation convention 48 
refunding risk 324 
relevant costing see marginal analysis 


reporting period 47 

reserves 77 

residual value (disposal value) 53 
retained profits 77 

return on assets (ROA) 129 
return On owners equity 129 
rights issue 79 

risk 270 

ROA see return on assets 


S 
sale and leaseback 318 
sales price variance see variance 
sales volume variance see variance 
satisficing 9 
segmenting overheads 184 
sensitivity analysis 209 
share capital 74 
share issues 
bonus issues 77, 331-3 
offer for sale 333 
private placing 334 
public issue 333 
rights issues 76, 329-31 
shareholders claim 
restrictions on capital withdrawal 81-3 
shareholders relationship with auditors and 
directors 87 
shares 73-81 
bonus shares 77, 331-3 
role of short-term finance 80-1 
transferring ownership 84 
short-term finance sources 322-3 
bank overdraft 322 
debt factoring 322 
invoice discounting 323 
sources 
see also internal finance sources; share issues; 
Stock Exchange; venture capital; gearing 
and long-term finance 
long-term versus short-term borrowing 324 
spreadsheets (for projections) 210 
stability (long-term) 9 
stable monetary unit 34 
statement of cash flows 94-116 
see also operating cash cycle; cash transmission 306 
cash from operating activities 99 
importance 114—5 
layout 96 
preparation 98-103, 106—16 
reconciliation 103 
Stock Exchange 80, 325 
company accounting 86-7, 328 
stock management models 
see also activity based costing; cash; credit; debtors; 


economic order quantity model. just-in-time stock 
management; materials requirements planning systems 
trade creditors 305-7 
stocks see also stock management models 
control levels 291 
forecasts of future demand 290 
financial ratios 290 
management 292 
recording systems 291 
reordering systems 291 
subsidiary records 360 
survival 9 


T 

tangible assets 20 

total direct labour variance see variance 
total direct material variance see variance 
trading 45 

trading account (trading section) 45 
trading section see trading account 

trial balance 351-2 


V 
valuation of assets 35-6 
current assets 35-6 
non-current assets 35-6 
valuation of inventory 60 
convention of consistency 6] 
first-in, first-out (FIFO) 58 
last-in, first-out (LIFO) 58 
weighted average cost (AVCO) 59 
variance 244—52 
compensating variances 254 
direct labour efficiency variance 249 
direct labour rate variance 249 
direct materials price variance 248 
direct materials usage variance 248 
fixed overhead spending variance 250 
investigation 253-4 
sales price variance 248 
sales volume variance 246 
venture capital 329 
vertical layout (balance sheet) 28 


W 
warrants 316 
weighted average cost (AVCO) 59 
working capital 288-307 
see also inventory; stocks 
cycle 288 
definition 288 
management 288-9 


Y 
year-end adjustments (ledgers) 355-8 
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Accounting 


AN INTRODUCTION 


PETER ATRILL - EDDIE McLANEY - DAVID HARVEY 


This text is designed for students of accounting whose course focuses 
on how to apply accounting information when making business decisions. 


It is written in an accessible style and avoids technical jargon. 


There are a number of tools in each chapter that are designed to make 
your study of this topic as interactive as possible. These include: 


Activities 

These ‘quick fire’ questions are the kind your lecturer might pose during 
a lecture or tutorial. Answers are provided so you will know whether 
you've understood the material. 


Self-assessment questions 
These are more comprehensive than the activities, covering a greater 
breadth and depth of material. Solutions are at the end of the text. 


Review questions 
These test your descriptive and analytical skills, as well as your 
recollection and critical evaluation of the principles of each chapter. 


Examination-style questions 

These numerical problems are designed to test your overall understanding 
of the concepts. If you need help, answers to selected questions are at 
the end of the text. 


Peter Atrill and Eddie McLaney are both at the University of Plymouth 
Business School, UK, and are Director of Accounting Studies and Principal 
Lecturer respectively. 


David Harvey was formerly Professor of Accounting at Southern Cross 
University. In January 2000 he took up the position of Dean of the 
Faculty of Commerce at the University of Southern Queensland. 


We hope this text will assist you in successfully completing your 
course. Pearson Education Australia would welcome any 
comments you may have regarding this text. Please address 
correspondence to marketingbe@pearsoned.com.au 
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